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PREFACE 


Changes in the political, social, and economic environment during 
the last decade have had far-reaching effects upon accounting theory and 
practice. Accounting has been called upon by both business and govern¬ 
ment to meet increased responsibilities; it has been faced with wider 
opportunities for service. Accounting in accepting these challenges has 
responded with critical self-analysis of its i>rimary concepts together with 
the expansion of its services to meet the changing and ever-increasing 
requirements of the day. 

The student who goes beyond an introductory course in accounting 
must be made aware of current theory and its broad up-to-the-minute 
application. Where the student intends to enter the accounting pro¬ 
fession, obviously he must be familiar with such contemporary theory 
and practice. This background is equally important to the student whose 
interests are limited to the analysis and interpretation of the products 
of accounting. 

This work, Intermediate Accounting, and a new companion volume. 
Advanced Accounting, have been developed to meet the requirements of 
students who pursue accounting beyond the introductory study. These 
volumes represent successors to the authors’ Advanced Accounting pub¬ 
lished in 1941. Collegiate schools of business normally provide for ac¬ 
counting study on both the intermediate and advanced levels. An inter¬ 
mediate course is usually required of all business students. The advanced 
course is normally an elective course for those interested in a furthei- study 
of accounting as applied to problems of a specialized and technical nature. 
The preparation of a two-volume work in place of a single work has made 
it possible to meet more effectively the special demands of each of the 
above courses. This has also made it possible to offer a more compre¬ 
hensive study of accounting in its modern application. 

Intermediate Accounting is designed to serve the needs of those stu¬ 
dents who take this course as their final formal study in accounting and 
those who use it as a foundation for advanced work. The requirements 
of both groups call for a broad and thorough understanding of basic ac¬ 
counting theory and its present general application to business manage¬ 
ment. 

Intermediate Accounting begins with a rapid review of the nature and 
form of the basic financial reports and the procedures that* are involved 
in the compilation of business data. There follows a series of ch*q5ters 
describing in detail the accounting problems relating to the valuation 
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and presentation of property, liability, and proprietorship items, as well 
as the related problems of measurement of profit and loss. The study 
concludes with a consideration of special analytical accounting procedures, 
including the preparation of statements from incomplete data; the deter¬ 
mination of errors and their correction; the development of special re¬ 
ports, ratios, and other measurements in statement analysis; and cost 
analyses and the application of cost procedures. An appendix is provided 
where the statements of a number of well-known corporations are re¬ 
produced. Reference to these statements may be made throughout the 
course for practical demonstrations of the matters developed in the text. 

Each chapter closes with a set of both questions and problems. The 
questions may be used by the student to test his understanding of the 
chapter material and by the instructor as the basis for classroom dis¬ 
cussion. The problems provide practice materials for students based 
upon the concepts described in the chapters. Sufficient problems are 
provided to enable the instructor to use different problems for different 
sections or to alternate problems in successive semesters. Text and prob¬ 
lem materials have been tested in the classroom. 

Current accounting problems and practices receive special emphasis 
throughout the text. To cite just a few examples, particular consideration 
is given to such matters as: the various inventory methods in current 
use and their effects upon profit and loss; the problems relating to the 
revaluation of properties in periods of changing prices; the importance of 
unit cost data and the cost procedures used in the development of such 
data; and current income tax requirements and their relationships to ac¬ 
counting processes. 

To help the instructor, the book has been designed so that it may be 
used as a self-teaching device by the student. Explanations have been 
kept simple and direct. Descriptive materials are abundantly supported 
by examples and illustrations. Questions and problems review the points 
that are taken up in the chapters. This arrangement should make it 
possible for the instructor to devote a maximum of classroom time to 
questions, assigned problems, and the critical examination and evaluation 
of the accounting processes under review. 

The style and construction of the second volume in this series. Ad¬ 
vanced Accounting, follows that of the intermediate book. Here is offered 
an extended treatment of the functions and applications of accounting 
for those who simply wish additional accounting background as well as 
for those who are preparing to enter the accounting profession. Among 
the special problems treated in the advanced book are: partnerships and 
joint venture accounting; installment eind consignment sales; branch 
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and home office accounting, subsidiary and parent accounting, and the 
preparation of consolidated statements; accounting and reports for 
fiduciaries — receivers, executors, and trustees; and actuarial science 
applied to accounting problems. 

The authors wish to express their appreciation to the following per¬ 
sons: Professor Howard S. Noble, University of California at Los Angeles, 
who participated in the original work in 1941; Professors D. M. Heights, 
Rollins College, C. F. Chizek, University of Chicago, R. D. Haun, Uni¬ 
versity of Kentucky, R. L. Mannix, Boston University, and C. R. Nis- 
wonger, Miami University, who read Intermediate Accounting before 
publication and made valuable suggestions; Messrs. Willard N. Anderson, 
San Bernardino Valley College, Hector R. Anton, University of Minnesota, 
and Merton P. Kilgore, University of San Francisco, who participated 
in the development of manuals, teachers’ keys, and testing materials ac¬ 
companying this volume and who offered helpful criticism; and members 
of the accounting staff at the University of California at Los Angeles, 
who were helpful in so many ways. 


W. E. Karrenbrock 
Harry Simons 
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CHAPTER I 


ACCOUNTING STATEMENTS 

ACCEPTED ACCOUNT- In reviewing any corporate rep>ort offering 
ING PRINCIPLES information concerning a company's financial 

condition and operating results, one finds the following statement by 
the accounting or auditing firm responsible for the examination of such 
data and its preparation for public review: 

In our opinion, the accompanying statements present fairly the 
position of the Company at December 31, 19—, and the results of its 
operations for the year 19—, in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the 
preceding year. 

If a person is to be able to interpret intelligently accounting ex¬ 
hibits and summaries concerning financial condition and operating 
results, he must be familiar with those “generally accepted accounting 
principles” that are applied in the development of accounting data. 
If a person is actually to undertake the preparation of accounting re¬ 
ports, there is an even greater need for a thorough appreciation of the 
underlying principles so that he can assert that such reports “present 
fairly the position and results of operations ... in conformity with 
generally accepted accounting principles.” A study of accounting 
principles and procedures is necessary for all persons who expect to 
win a responsible place in business. Such a study is equally important 
for those who are interested in a real understanding of the business 
enterprise as the fundamental unit in the American economic society. 

Accounting serves many groups. Among these are stockholders, 
creditors, employees, the government, and the public. Its responsi¬ 
bilities to these different groups are great. The standards that have 
found general acceptance with accounting bodies must be widely 
understood. Financial statements must be intelligently prepared in 
accordance with such standards. Only under these conditions can the 
products of accounting be received with full appreciation and real 
confidence by those seeking information. 

A study of accounting involves a review of the rules and practices 
applicable to the measurement and display of financial condition and 
operating results. A detailed analysis of the accounting treatment of 
cash, inventories, plant and equipment, bonds, capital stock, and; other 
balance sheet items is an essential part of such a study. Equally es- 
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sential is a similar inquiry into the nature of sales, cost of sales, operat¬ 
ing expenses, and other profit and loss statement items. Only through 
such an extended consideration of accounting principles and practices 
can one obtain an advanced understanding of accounting and its serv¬ 
ice to modern business. 

ACCOUNTING AND Although there are more sole proprietor- 

THE CORPORATION ships and partnerships than there are cor¬ 

porations, the volume of business done by corporations far exceeds 
that of the other forms of business organization. Also the value of 
properties owned and used by corporations is far in excess of properties 
belonging to both sole proprietorships and partnerships. In America 
the corporation is the dominant form in large business organization. 

By its very nature the corporate form of organization demands a 
full and complete accounting. Its widespread and absentee ownership, 
its equally scattered bondholders, and its hired management and imper- 
sonalized employee force are corporation characteristics that make 
necessary accurate and extended accounting. 

The tendency for corporations to increase in size and to expand 
the scope of their operations accentuates the need for reliable ac¬ 
counting. Corporations with stockholders and employees running 
into the hundreds of thousands, with sales and properties in the 
hundreds of millions, must report their activities accurately. Business 
relies on the integrity of accounting reports of corporate activities. 

ACCOUNTING AND Transactions relating to the transfer of 

KLISIMESS 

goods or services at a price constitute the 
raw material of accounting and comprise what is known as business. 
It is the function of accounting to record, classify, and summarize the 
transactions of each business unit in order that its financial position 
and progress may be known. This information is demanded by manage¬ 
ment, owners, and creditors, and by governmental taxing, regulatory, 
and statistical bodies. From the needs and expectations of such groups 
have evolved the principles and practices that are conventionally 
applied in summarizing business transactions and in presenting state¬ 
ments of such activities. 


ACCOUNTING From an accounting standpoint the life 

STATEMENTS 

of a business consists of a succession of ac¬ 
counting periods. At the end of each period, accounting provides two 
principal reports, the balance sheet and the statement of profit and loss. 
When the change in proprietorship on the beginning and ending balance 
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sheets is not fully explained by the operating results reported on the 
statement of profit and loss, a third statement is usually prepared that 
offers the detail to reconcile the change in proprietorship. This state¬ 
ment may be called the statement of changes in capital, or, as applied 
to the corporation, the statement of surplus. 

The balance sheet shows the financial position of the business. 
This financial position results from the application of the transactions 
of the period just completed to the financial position of the business 
at the beginning of the period. More broadly, the financial condition 
is the cumulative result of all transactions of the business from its very 
start. Since the balance sheet does not show the financial changes 
resulting from transactions but only the cumulative effect of all past 
transactions, data from two or more balance sheets are frequently pre¬ 
sented in comparative form. With comparative reports of financial 
data, one can determine the nature and the trend of financial changes 
taking place within the period between balance sheets. 

The statement of profit and loss reports the activities of the ac¬ 
counting period and summarizes the effects of such activities upon 
proprietorship. Data from two or more statements of profit and loss 
are frequently presented in comparative form. Comparative reports 
enable one to view the changes in operations and relationships, as well 
as trends with respect to operating data. The statement of changes in 
capital or the surplus statement may also be presented in comparative 
form. 

Supporting schedules that offer additional statement detail and 
supplementary statements that offer analyses of significant data are 
almost invariably prepared and submitted as an integral part of the 
report on business activities. The balance sheet is frequently accom¬ 
panied by schedules offering supporting detail for individual balance 
sheet items of major importance. The statement of profit and loss may 
be accompanied by various departmental, manufacturing, or operating 
analyses. Supplementary statements may consist of cumulative and 
comparative summaries, ratio and percentage analyses, and various 
specialized reports. 

Special factors peculiar to the individual business unit, as well as 
generally accepted accounting principles and practices, must be 
considered in the preparation of reports for an organization. Trans¬ 
actions must be accurately summarized, and the summaries must be 
clearly presented in logical and consistent arrangement. The nature, 
content, and preparation of the principal accounting statements are 
further discussed and illustrated in the remainder of this chapter. 
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THE BALANCE SHEET The balance sheet, also variously called 

the statement of condition and the statement of 
resources and liabilities, is an expansion of the basic accounting equa¬ 
tion, Assets = Liabilities + Proprietorship. The nature and the 
amount of the property or resources is exhibited. The total of the prop¬ 
erty is offset by the equities in the property identified with the creditor 
and ownership groups. 

The balance sheet may be prepared in the account form, assets being 
reported on the left-hand side and liabilities and proprietorship on the 
right-hand side. It may also be prepared in the report form, with lia¬ 
bilities and proprietorship items shown below the assets. Sometimes 
the report form shows liabilities and proprietorship added together 
to provide an amount equal to total assets; in other instances, total 
liabilities are subtracted from total assets and proprietorship is re¬ 
ported as the difference. 

Assets, as well as liabilities, may be divided into two broad cat¬ 
egories: (1) current and (2) noncurrent or fixed. Assets of a liquid or 
rapidly revolving character are classed as current; nonliquid assets or 
those of a long-term, relatively permanent character are noncurrent. 
Liabilities requiring payment within a relatively short term are classed 
as current; long-term obligations represent noncurrent items. Current 
headings are provided on the balance sheet for both current assets 
and current liabilities. Ordinarily a number of special headings are 
used for noncurrent items, thus providing for further classification of 
such assets and liabilities. 

The order and the classification of balance sheet items vary in 
practice. Ordinarily, assets and liabilities are presented in the order 
from current to noncurrent and are reported under a number of class 
headings such as those illustrated on pages 6 and 7. 

ASSETS AND The following rules generally govern in the 

LIABILITIES classification and presentation of assets and 

liabilities on the balance sheet. 

Current Assets. Current assets consist of the liquid or relatively 
short-term circulating assets of the organization. Properly shown 
under current assets are such items as cash, short-term notes and 
accounts receivable, accrued incomes, inventories, and securities held 
as a ready source for cash when the occasion may require such con¬ 
version. Current assets, with the exception of inventories and market¬ 
able securities, are normally reported at their expected realizable 
values. Both inventories and marketable securities may be reported 
at cost or at “cost or market, whichever is lower.” 



Ch.11 


ACCOUNTING STATEMENTS 


5 


Supplies and prepayments of current operating expenses, such as 
rent, taxes, and insurance, are short-term revolving items and thus 
may be properly considered current. However, bankers and other 
groups have held the view that the current classification should be 
restricted to cash and those assets that in the normal course of business 
will be converted into cash and thus be available for the payment of 
current obligations. The interpretation of current assets in this re¬ 
stricted sense with emphasis upon cash availability has led to the 
common practice of reporting short-term prepayments under the cap¬ 
tion Deferred Charges. 

Noncurrent Assets. Assets of a nonliquid or relatively long-term 
character are generally classified for balance sheet purposes under 
separate noncurrent headings, such as Investments, Plant and Equip¬ 
ment, Intangible Assets, Deferred Charges, and Other Assets. 

Investments. Long-term investments that are hot used directly in 
the production of the regular income of the business are reported under 
the caption Investments. Examples of the items properly shown under 
this heading are securities of affiliated companies; sinking fund assets 
consisting of cash and securities held for the retirement of bonds, the 
expansion of buildings, or the payment of pensions; and investments 
in plant sites not in current use. These are normally shown at cost. 

Plant and Equipment. Properties of a tangible and relatively per¬ 
manent character that are used in the normal business operations are 
reported under the heading Plant and Equipment. Land, buildings, 
machinery and equipment, fixtures, and tools are included under this 
heading. Plant and equipment items are normally reported at cost 
less the accumulated depreciation calculated upon the basis of time 
or service utility. Thus, such properties appear on the balance sheet 
at original cost less an allowance for depreciation. Where plant and 
equipment items are reported at values other than cost less deprecia¬ 
tion, the basis of valuation employed must be clearly stated. 

Intangible Assets. The long-term rights and privileges of an in¬ 
tangible character acquired for use in the normal business operations 
are reported under the heading Intangible Assets. Included in this 
class are such items as goodwill, patents, trade-marks, franchises, 
copyrights, organization expense, and leaseholds. Intangible assets 
are reported at cost less amounts that have been written off. Fre¬ 
quently the term fixed assets is used in a restricted sense to apply to 
all of those permanent properties used in the production of goods and 
services. As thus used, fixed assets would consist of two groups — tan- 
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THOMAS, 

Balance 

December 

Assets 

Current Assets: 

Cash. 

Interest Receivable. 

Marketable Securities. 

Notes Receivable. $ 35,000 

Accounts Receivable. 90,000 

$126,000 

Less Reserve for Bad Debts. 5,000 120,000 

Inventories. 125,000 $350,000 

Investments: 

Bond Sinking Fund. 150,000 

Plant and Equipment: 

Land. 

Buildings and Equipment. 

Less Reserve for Depreciation 


Intangible Assets: 

Goodwill. 75,000 

Deferred Charges: 

Unexpired Insurance. $ 3,000 

Miscellaneous Supplies Inventories. 12,000 

Unamortized Bond Discount and Ex¬ 
pense. 10,000 25,000 

Total Assets. $1,000,000 


Classified 

gible items represented by plant and equipment and intangible items 
as named above. 

Deferred Charges. Certain costs, such as bond discount, various 
developmental and improvement costs, and similar charges, result in 
services or benefits to be realized over a number of fiscal periods. 
Future periods are chargeable with a proper share of such outlays. 
These items are appropriately reported under the heading Deferred 
Charges. As previously stated, supply inventories and short-term pre¬ 
paid expense items are commonly regarded as noncurrent items and 
are reported within this category. 


$ 100,000 

$380,000 

80,000 300,000 400,000 


$ 38,000 
2,000 
65,000 
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INC. 

Sheet 
31, 1949 

Liabilities And Net Worth 
Liabilities 

Current Liabilities: 


Notes Payable. 

Accounts Payable. 

Accrued Salaries and Wages. 

Estimated Income Taxes Payable. 


$ 40,000 

120,000 

10,000 

15,000 $ 186,000 

Long-Term Debt: 

3% First Mortage Bonds due December 
31, 1957. 


200,000 

Deferred Credits: 

Unearned Interest on Notes Receivable. 
Unearned Leasehold Income. 


$ 1,000 

14,000 15,000 

Total Liabilities. 


$ 400,000 

Net Worth 

Capital Stock: 

6% Preferred Stock, par $10, 10,000 

shares outstanding. 

No-par Common Stock, stated value $5, 
60,000 shares outstanding.. 

$100,000 

300,000 

$400,000 

Paid-in Surplus — Sale of Common Stock 

in Excess of Stated Value. 

Earned Surplus. 


46,000 

155,000 

Total Net Worth. 


600,000 

Total Liabilities and Net Worth. 


$1,000,000 


Balance Sheet 

Other Assets. Occasionally certain noncurrent items cannot be 
appropriately reported under any of the previous classifications and 
are listed under separate descriptive headings or under a general 
Other Assets heading. Such items as deposits to secure contracts, tax 
refund claims, advances to officers, and construction in progress are 
frequently reported as Other Assets. 

Current Liabilities. Debts that require payment within a relatively 
short period, normally not in excess of one year, are classified as Current 
Liabilities. These items, when compared with the current assets,, enable 
one to appraise the current or toorking capital position of the business 
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unit and its ability to meet currently maturing obligations. Current 
liabilities include accounts and notes payable, cash dividends declared 
but not yet paid, and maturing long-term debts to be paid out of cur¬ 
rent funds, as well as certain accrued liabilities such as wages, interest, 
property taxes, payroll taxes, sales taxes, and the business unit’s in¬ 
come taxes. Amounts that an employer is required to withhold from 
salaries as income taxes of employees and that are to be paid by him 
to the government are also reported within the current liabilities 
classification. 

Noncurrent Liabilities. Liabilities of a relatively long-term character 
are generally classified for balance sheet purposes under the separate 
noncurrent headings Long-Term Debt, Deferred Credits, and Other Lia¬ 
bilities. 

Long-Term Debt. Long-term notes, bonds, mortgages, and similar 
obligations that will not require current funds for their retirement are 
generally reported under the heading Long-Term Debt. When a long¬ 
term note, a bond issue, or a mortgage formerly classified as a long¬ 
term obligation becomes due and will be paid from the current funds 
within a year, it should be classified as current. But if the obligation 
is to be paid out of a sinking fund, or if it is to be renewed or replaced 
by a new issue, the item continues to be reported in its original category, 
inasmuch as the maturing debt will not require current funds. Fre¬ 
quently the term fixed liabilities is used in a restricted sense to refer to 
long-term obligations. 

Deferred Credits. Incomes relating to goods, services, or benefits 
to be provided over a number of future periods are recorded as advances 
or liabilities until there has been full performance of these contracts 
and the incomes can be considered earned. Normally, costs are in¬ 
volved in the performance of a contract, and a profit or a loss on the 
project remains to be determined in future periods. Amounts received 
in advance on leaseholds, deposits and advances received on long¬ 
term construction contracts, and premiums received on long-term 
service and insurance contracts are examples of deferred income items 
that are properly shown under the separate balance sheet heading 
Deferred Credits. It was pointed out previously that short-term de¬ 
ferred expenses are frequently reported under the deferred charge 
heading. Similarly, short-term deferred income items are commonly 
regarded as noncurrent and are reported under the deferred credit 
heading. Included are such short-term items as prepaid subscription 
contracts, prepaid rents, and unearned interest. Where the use of 
ciurent assets is involved in fulfilling contracts for goods and services 
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that have been prepaid, the deferred income item ihay more appropri¬ 
ately be shown under the current liability heading. 

Other lAabUities. Occasionally certain noncurrent liabilities cannot 
be satisfactorily reported under the heading Long-Term Debt or the 
heading Deferred Credits and are listed under separate descriptive 
headings or under a general heading Other Liabilities. Such items as 
long-term deposits by customers, advances from company officers or 
affiliated companies, matured but unclaimed bond principal and 
interest payments, and equities of minority interests in subsidiary 
company assets included on the balance sheet are frequently reported 
as Other Liabilities. 

Estimated Liabilities. There are instances where the amount of a 
liability cannot be definitely measured on the balance sheet date. 
Where the amount is estimated, both in the case of short-term and 
long-term items, the term “Reserve” is frequently employed. For ex¬ 
ample, an estimated income tax liability is frequently reported under 
the account term Reserve for Income Taxes. The amounts that are 
estimated to become payable ultimately to employees under retire¬ 
ment plans and contracts are shown under the caption Reserve for 
Employee Pension Payments. The tax reserve is a current item and 
is properly shown under the current liability heading; the omission of 
this item from current liabilities would result in a misstatement of the 
current ratio. The pension reserve is not currently payable and should 
be reported as a noncurrent item. 

Liability reserves are to be carefully distinguished from asset and 
surplus reserves. Asset reserves, such as reserves for bad debts, for 
depreciation, and for depletion, should be shown as subtractions from 
the assets to which they relate. Surplus reserves, representing surplus 
amounts that are not to be used as a basis for dividends, should be 
reported as appropriated surplus in the proprietorship section of the 
balance sheet. 

Contingent Liabilities. Past activities may have given rise to 
the possibility of future liability, although a legal obligation does not 
exist on the date of the balance sheet. Such contingent liabilities are 
normally reported by means of a parenthetical remark, by a notation 
under a separate contingent liability heading, or by a footnote on the 
balance sheet. Possible obligations resulting from the discounting of 
customers’ notes, accommodation endorsements on obligations of 
other parties, pending lawsuits, and taxes and other charges in dispute 
are frequently reported on the balance sheet in the manners inc^cated 
above. 
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PROPRIETORSHIP The difference between the assets and the 

liabilities of a business is the proprietorship 
or the interest of the owners in the business property. In the case of a 
sole owner, the proprietorship is represented by a single capital balance. 
In the partnership form of organization, separate capital balances are 
reported for each of the owners. While the agreement with respect to 
profit and loss determines how profits and losses are to be divided 
among individual partners, it is the capital accounts that measure the 
partners’ equities in existing firm assets. In the event of partnership 
liquidation, assets available after payment of creditors are distributed 
to partners in accordance with balances in the capital accounts. 

In the corporation, proprietorship, commonly referred to as net 
worth, is composed of capital stock and surplus. Surplus may be sub¬ 
divided into three classes: (1) paid-in surplus, (2) revaluation surplus, 
and (3) earned surplus. 

Capital Stock. Capital stock outstanding, if it has a par value, is 
shown on the balance sheet at par. If it is no-par, it is stated at the 
amount received on its original sale or at some arbitrary value as set 
by law or as determined by the board of directors of the corporation. 
Where more than a single class of stock has been issued, the stock of 
each class is reported separately. Treasury stock, which is stock issued 
but reacquired by the corporation, is subtracted from capital stock or 
from the sum of capital stock and surplus. Capital stock outstanding 
is interpreted as the legal capital or permanent capital of the corpora¬ 
tion. 

Paid-in Surplus. A premium received on the sale of par value 
stock or the excess received over the value assigned to no-par stock 
is shown on the balance sheet as paid-in surplus. The receipt of assets 
as a donation and the sale of treasury stock at an amount in excess of 
cost also give rise to paid-in surplus. A discount on par-value stock is 
reported as a subtraction item from surplus or capital stock. Capital 
stock and paid-in surplus constitute the invested capital in the cor¬ 
poration. 

Revaluation Surplus. Where increases in assets as indicated by 
independent appraisal are recorded in the accounts, such increases in 
asset values are accompanied by increases in revaluation surplus. Paid- 
in surplus and revaluation surplus items are frequently reported under 
the heading Capital Surplus. 

Earned Surplus. The amount of undistributed earnings of past 
periods is reported as earned surplus or accumulated profits. Dividends 



Ch.1] 


ACCOUNTING STATEMENTS 


11 


and losses reduce earned surplus. An excess of dividends and losses 
over profits results in a negative surplus balance called a deficit. A 
deficit should be shown as a subtraction item in reporting the corporate 
net worth. Earned surplus may be appropriated so that it is not used 
as a basis for dividends, assets arising from such earnings thus remain¬ 
ing available for the company’s own use. Surplus appropriations 
are designated as earned surplus reserves and include such items as a 
reserve for bond sinking fund, a reserve for plant extension, and a re¬ 
serve for contingencies. Surplus reserves are reported on the balance 
sheet as Appropriated Earned Surplus; earned surplus not so appro¬ 
priated may be designated Unappropriated Earned Surplus or Free 
Surplus. 

THE STATEMENT OF The statement of profit and loss, also vari- 
PROFIT AND LOSS ously called the income statement and the 
statement of operations, summarizes the income and expense items 
and shows the net income or loss for the period. The profit and loss 
statement is ordinarily prepared in report form. Sales, cost of goods 
sold, and operating expense sections are listed in determining the 
profit or loss from operations. Other income and expense consisting 
of nonoperating or financial management items are then shown in 
determining the net income or loss for the period. The provision for 
income taxes is subtracted at this point, leaving as a balance the net 
income after provision for income taxes for the period. Other extra¬ 
ordinary charges and credits may follow, and the increase or decrease 
in earned surplus from both normal operations and extraordinary items 
may then be determined. The form for the statement of profit and 
loss is illustrated on page 12. 

The following rules generally apply in the classification and presen¬ 
tation of items on the statement of profit and loss. 

Income. Income from the sale of merchandise or services is the 
first item shown. Income may be reported at a gross figure with 
deductions shown for returns and allowances, or it may be reported net. 

Cost of Goods Sold. When merchandise is acquired from outsiders, 
the cost of goods relating to sales of the current period must be de¬ 
termined. This amount is subtracted from net sales in order to find 
the gross profit or gross margin on sales. The cost of goods sold detail 
may be displayed on the statement of profit and loss following income 
from sales or it may be shown on a supporting schedule. 

When the goods are manufactured by the seller, the cost pf goods 
manufactured must be determined before the cost of goods sold can 
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THOMAS, INC. 
Statement of Profit and Loss 


For the Year Ended December 31, 1949 


Income from Sales: 

Gross Sales 

Less Sales Returns and Allowances 



$510,000 

10,000 

Net Sales 



$500,000 

Less Cost of Goods Sold: 

Merchandise Inventory, January 1, 1949 

Add: Merchandise Purchases 

Freight In 

$300,000 

15,000 

$ 40,000 


Delivered Cost of Purchases 

Less Purchases Returns and Allowances 

$315,000 

5,000 

310,000 


Merchandise Available for Sale 

Deduct Merchandise Inventory, December 31, 

1949 

$350,000 

50,000 


Cost of Goods Sold 



300,000 

Gross Profit 



$200,000 

Less Operating Expenses: 

Selling Expenses 

General and Administrative Expenses 


$ 60,000 
90,000 

150,000 

Net Profit from Operations 



$ 50,000 

Add Other Income: 

Purchases Discounts 

Interest Income 


$ 4,000 
1,000 

5,000 

Deduct Other Expense: 

Sales Discounts 

Interest Expense 


$ 2,500 
7,500 

$ 55,000 

10,000 

Net Income Before Provision for Income Taxes 



$ 45,000 

Provision for Income Taxes 



15,000 

Net Income After Provision for Income Taxes 



$ 30,000 

Add Extraordinary Gains, Other Increases* 

Gain on Sale of Securities 

Overstatement of Income Tax Liability at the end of 1948 

$ 4,000 
6,000 

10,000 

Deduct Extraordinary Losses, Other Decreases: 

Loss on Sale of Equipment 

Understatement of Depreciation of Buildings in Prior Years 

$ 3,000 
2,000 

$ 40,000 

5,000 

Increase in Earned Surplus 



$ 35,000 


Statement of Profit and Loss 


be found. This information takes the place of the purchases figure. The 
determination of the cost of goods manufactured is generally displayed 
on a schedule supporting the statement of profit and loss. This schedule 
and the cost of goods sold section of the statement of profit and loss 
may be prepared as shown on pages 13 and 14. 
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THOMAS, INC. 

Manufacturing Schedule to Accompany Statement of Profit and Loss 
For the Year Ended December 31, 1949 


Goods in Process Inventory, January 1, 1949 
Raw Materials: 

Raw Materials Inventory, January 1, 

1949 

Raw Material Purchases $105,000 

Freight In 10,000 


$ 25,000 


$ 30,000 


Delivered Cost of Raw Materials $115,000 

Less Raw Material Returns and Allow¬ 
ances 5,000 110,000 


Total Cost of Raw Materials Available for Use $140,000 

Less Raw Materials Inventory, December 31,1949 40,000 


Cost of Raw Materials Transferred to Process 


100,000 


Direct Labor 140,000 

Manufacturing Expenses: 

Indirect Labor $ 20,000 

Factory Superintendence 14,500 

Depreciation of Factory Buildings, 

Machinery and Equipment 12,000 

Light, Heat, and Power 10,000 

Factory Supplies Used 8,500 

Miscellaneous Factory Expense 15,000 


Total Manufacturing Expenses 


80,000 


Total Goods in Process During 1949 

Deduct Goods in Process Inventory, December 31, 1949 


$345,000 

35,000 


Cost of Goods Manufactured 


$310,000 


Manufacturing Schedule 


If desired, simply the cost of goods sold total could be reported 
on the statement of profit and loss. A supporting cost of goods sold 
schedule would summarize the cost of goods manufactured as well as 
the change in finished goods inventory. 

Manufacturing expenses on the manufacturing schedule should 
include all factory overhead items, such as: indirect labor; factory 
superintendence; depreciation and other expenses relating to factory 
buildings, machinery, and equipment; factory supplies used; tools 
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Finished Goods Inventory, January 1,1949 $ 40,000 

Add Cost of Goods Manufactured per Manufacturing 
Schedule 310,000 

Merchandise Available for Sale $350,000 

Deduct Finished Goods Inventory, December 31, 

1949 50,000 

Cost of Goods Sold $300,000 


Cost of Goods Sold Section of Statement of Profit and Loss 


expense; patents expense; and factory light, power, and heat. These 
items are usually reported individually on the manufacturing schedule 
under the manufacturing expenses heading. 

Operating Expenses. Operating expenses are generally classified 
as (1) selling expenses and (2) general and administrative expenses. 
Selling expenses include such items as sales salaries and commissions, 
store supplies used, depreciation of store equipment, advertising, and 
delivery expense. General and administrative expenses include office 
salaries, officers’ salaries, office supplies used, depreciation of office 
equipment, and loss from bad debts. 

Such expense items as rent, depreciation of buildings, taxes, and 
insurance are treated as general and administrative expenses except 
in those instances where it is desirable to allocate these to manufactur¬ 
ing, selling, and general functions in some equitable manner. Operating 
expenses may be reported individually on the statement of profit and 
loss or they may be reported as a total or as class totals with support¬ 
ing schedules for individual items and amounts. Where there are a 
great many expense items, ordinarily the latter procedure is followed. 
Supporting schedules consist of a listing of the appropriate expense 
items making up the total reported on the statement. Total operating 
expenses are subtracted from gross profit in obtaining the net operat¬ 
ing profit. 

Other Income and Other Expense. Other nonoperating items, nor¬ 
mally limited to those resulting from policies set by financial manage¬ 
ment, principally interest income, interest expense, purchases dis¬ 
counts, and sales discounts, are summarized under Other Income and 
Other Expense. Sometimes discounts are reported as subtractions 
directly from the sales and purchases to which they relate, only interest 
items being reflected under the other income and expense headings. 
The total of Other Income is added to the net profit as previously de- 
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termined, and the total of Other Expense is subtracted from this sum. 
The net income before the provision for income taxes is thus deter¬ 
mined. 

Provision for Income Taxes, The provision for income taxes applying 
to the company’s earnings is now reported in determining the net in¬ 
come that accrues to the ownership group. 

Extraordinary Gains and Losses, Misstatements in Profits of Prior 
Periods, Etc. Nonrecurring items are being reported in an increasing 
number of corporate reports in a special section of the profit and loss 
statement reserved for extraordinary items following the summary of 
normally recurring items. Nonrecurring items include gains and losses 
from sale of investments and property and equipment; losses from 
fire, inventory price declines, retirement of bonded debt, and war re¬ 
conversion; income tax adjustments; and corrections in profits of prior 
periods. When nonrecurring items are so reported, the statement of 
profit and loss offers information concerning normal as well as ex¬ 
traordinary items that are of significance for a full evaluation of the 
events of the past fiscal period as these affected proprietorship. 

It should be observed that where a portion of the income tax lia¬ 
bility accrues as a result of the extraordinary items reported on the 
statement of profit and loss, it would be appropriate to allocate the 
provision for income taxes to the section reporting net income and to 
the section summarizing extraordinary items. The tax return data 
would be necessary in developing an equitable allocation. For illustra¬ 
tive purposes in the text, no such allocation is made, the total tax pro¬ 
vision being assigned to the regular activities of the business. 


STATEMENT OF 
RECONCILIATION OF 
CAPITAL 


If persons interested in the changes and 
status of a business are to have a complete 
understanding of what has occurred during 


a fiscal period, the beginning and the ending capitals must be recon¬ 


ciled. 


Statement of Changes in Capital. In the sole proprietorship, a state¬ 
ment accounting for the change in proprietorship shows that the open¬ 
ing capital balance is increased for additional investments and reduced 
for withdrawals made during the period. The net result from operations 
as reported on the statement of profit and loss is then applied in cal¬ 
culating the ending capital balance. The balance as thus determined 
should agree with the capital reported on the balance sheet at the end 
of the fiscal period. For the partnership, a similar statement is prepared 
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to show the changes in the capital for each member of the firm. When 
extraordinary gains and losses and corrections in profits of prior periods 
are not reported on the profit and loss statement, such items should 
be shown on the statement of changes in capital. 

The Surplm Statement. The statement to reconcile corporate earned 
surplus balances as of the beginning and the end of a period is called 
the statement of earned surplus. When the statement of profit and loss 
reports extraordinary items including corrections in profits of prior 
periods, the reported surplus change is applied to the opening earned 
surplus balance on the surplus statement. Dividends declared are then 
subtracted from the total, and the balance of surplus thus determined 
should equal the figure reported on the balance sheet. Such a state¬ 
ment appears as follows: 


THOMAS, INC. 

Statement of Earned Surplus 
For Year Ended December 31, 1949 

Balance of Earned Surplus, January 1, 1949 $140,000 

Add Earned Surplus Increase per Statement of Profit and Loss 35,000 

$175,000 

Deduct Dividends Declared During Year 20,000 

Balance of Earned Surplus, December 31, 1949 $155,000 


Statement of Earned Surplus 


When a statement of profit and loss does not show extraordinary 
gains, losses, and corrections, these being considered as affecting earned 
surplus directly, the surplus statement should summarize this informa¬ 
tion. Corrections of profits of past periods are first shown in determin¬ 
ing a corrected earned surplus balance as of the beginning of the period. 
Additions to the corrected balance are then made for the net income 
as reported by the statement of profit and loss and for extraordinary 
and nonrecurring gains not shown on the statement of profit and loss. 
Deductions are listed for a loss from operations, extraordinary losses, 
and dividends declared. The balance thus determined should agree 
with the balance of earned surplus on the balance sheet. The surplus 
statement would appear as shown at the top of the next page. 

In some instances a single statement is prepared to show income 
and expense of the current period, together with all of the other data 
accounting for the changes in earned surplus during the period. The 
second illustration on page 17 shows the form that may be employed 
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THOMAS, INC. 
Statement of Earned StniPLUS 
For Year Ended December 31, 1949 


Balance of Earned Surplus, January 1, 1949 


$140,000 

Corrections in Earned Surplus Applicable to Previous 
Periods: 

Additions — Overstatement of Income Tax Lia¬ 
bility at the end of 1948 

$ 6,000 


Deductions — Understatement of Depreciation of 
Buildings in Prior Years 

2,000 

4,000 

Corrected Balance of Earned Surplus at Beginning of 
Period 


$144,000 

Add: Net Income After Provision for Income Taxes 
as Reported by Statement of Profit and Loss 

$30,000 


Extraordinary Gains — Gain on Sale of Se¬ 
curities 

4,000 

34,000 



$178,000 

Deduct: Dividends Declared 

$20,000 


Extraordinary Losses — Loss on Sale of 
Equipment 

3,000 

23,000 

Balance of Earned Surplus, December 31, 1949 


$155,000 


Statement of Earned Surplus 


THOMAS, INC. 

Statement of Profit and Loss and Earned Surplus 
For Year Ended December 31, 1949 


Income from Sales, etc. 


Net Income for Period 


$ 30,000 

Add Extraordinary Gains, Other Increases: 

Gain on Sale of Securities 

$4,000 


Overstatement of Income Tax Liability, end of 1948 

6,000 

10,000 

Deduct Extraordinary Losses, Other Decreases: 

Loss on Sale of Equipment 

$3,000 

$ 40,000 

Understatement of Depreciation of Buildings in 
Prior Years 

2,000 

5,000 

Increase in Earned Surplus 


$ 35,000 

Add Balance of Earned Surplus, January 1, 1949 


140,000 

Deduct Dividends Declared During Year 


$175,000 

20,000 

Balance of Earned Surplus, December 31, 1949 


$155,000 


Statement of Profit and Loss and Earned Surplus 
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when a single statement summarizes both profit and loss and surplus 
data. 

The foregoing discussion has been limited to a consideration of 
methods of reporting changes in earned surplus. There may be changes 
in paid-in and revaluation surplus balances, although these are relatively 
infrequent. When such changes take place during a period, separate 
statements reconciling such beginning and ending surplus balances 
should be prepared. 

The fundamentals underlying statement form and content have 
been mentioned. A variety of forms will be found in practice. Several 
selected corporate statements are given in the Appendix beginning 
with page 543. These should be reviewed carefully, for they offer sug¬ 
gestions as to the varied approaches that may be taken in the develop¬ 
ment of reports to summarize adequately and clearly the financial 
progress of the business unit. 


QUESTIONS 

1. “From a convenient mechanical device, privately applied to the meas¬ 
urement of the status and results of a business enterprise, it (accounting) 
has grown into an important medium for the public expression of important 
facts about our vast and complex commercial and industrial society.” 

“In America the corporation is the dominant form of enterprise.” 

Are these two ideas related? Discuss. 

2. State the nature and function of each of the following reports: (a) 
balance sheet, (b) statement of profit and loss, (c) schedule of cost of goods 
manufactured, (d) statement of earned surplus, (e) statement of changes 
in capital, (f) comparative balance sheet, (g) cumulative statement of 
profit and loss, (h) schedule of long-term investments, (i) schedule of de¬ 
partmental expenses. 

3. Three terms are used to designate the expression Assets minus Lia¬ 
bilities in corporate accounting: (1) net worth, (2) proprietorship, and 
(3) capital. Which of these do you consider the best? Why? 

4. Would you recommend the preparation of accounting statements in 
comparative form for purposes of the corporation annual report? Why? 

5. Distinguish between (a) current assets and fixed assets, (b) contingent 
liabilities and liability reserves, (c) paid-in surplus and earned surplus, 
(d) appropriated surplus and free surplus. 
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6. What are the relative merits of the statement of profit and loss ac¬ 
companied by the surplus statement as compared with the combined state¬ 
ment of profit and loss and surplus? 

7. Name the financial statement or schedule and the section in which 
each of the following items will appear: 


Estimated Income Taxes Payable 

Goodwill 

Sales Discount 

Tools 

Loss from Bad Debts 
Direct Labor 

Goods in Process Inventory (Begin¬ 
ning) 

Notes Receivable 

Accrued Interest on Notes Receiv¬ 
able 

Deferred Interest Income 

Unearned Rental Income 

Reserve for Pension Payments 

Patents 

Prepaid Taxes 

Office Supplies 

Cash Dividends Payable 

Finished Goods Inventory (Ending) 

Interest Expense 

Purchases Discount 

Miscellaneous Factory Expense 

Treasury Stock 

Shipping Supplies 

Cash Overdraft 


Prepaid Rental Expense 
Premium on Capital Stock Issued 
Bond Sinking Fund 
Deferred Interest Expense 
Earned Surplus 

Accrued Interest on Notes Payable 
Bonds Payable 

Dividends in Arrears on Preferred 
Stock 

Gain on Sale of Securities 
Raw Material Purchases 
Reserve for Doubtful Accounts 
Investment in Plant Not Being Used 
Loss from Fire 

Cash Surrender Value of Life In¬ 
surance on Company Officers 
Investment in Branch Office 

Deposits by Customers on Goods in 
Process of Manufacture 

Claims on U.S. for Income Tax Re¬ 
funds 

Investment in Stock of Subsidiary 
Company 

Fund for Pension Payments 
Unissued Stock 


8. Give the section of the statement of profit and loss in which each of 
the following items will be reported: 


(a) Gain on sale of land held as an investment. 

(b) Purchases discounts earned. 

(c) Loss from bad debts. 

(d) Loss from securities written off as worthless. 

(e) Loss from a strike. 

(f) Income tax refund. 

(g) Loss from inventory price decline. 

(h) Depletion. 

(i) Sales discounts. 

(j) Dividends received on long-term investments. ^ 

(k) Provision for income tax for current period. 

(l) Charge for understatement of depreciation in prior periods. 
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9. Mason Manufacturers reports a single figure on the statement of profit 
and loss for cost of goods sold. The detail in support of this balance is 
shown on a separate cost of goods sold schedule. Prepare this schedule 
from the information that follows: 

January 1 December 31 


Raw Materials Inventory 

50,000 

65,000 

Goods in Process Inventory 

35,000 

35,000 

Finished Goods Inventory 

40,000 

60,000 

Raw Material Purchases 


110,000 

Direct Labor 


90,000 

Manufacturing Expenses 


65,000 


10, Complete the following tabulation by giving the missing amount 
wherever the letter 'V* appears. 



Capital at Invest- 

With¬ 

Capital 

Net 

Net Loss 


Bbginning ments by 

drawals 

AT End 

Profit 

FROM Op¬ 


OF Period Proprie¬ 

BY Pro¬ 

OF Period 

FROM Op¬ 

erations 


tor 

prietor 


erations 


(a) 

15,000 2,000 

500 

20,000 

X 


(b) 

16,000 

3,000 

13,500 

X 


(c) 

20,000 6,000 

2,000 

18,000 


X 

(d) 

10,000 

2,500 

X 

5,000 


(e) 

15,000 X 

1,000 

22,000 

4,500 


(f) 

22,000 3,000 

X 

21,000 


2,500 

(K^ 

X 4,000 

5,500 

27,000 


2,000 

11. 

Complete the following tabulation by giving the missing amounts. 


Begin- Pur- 

End 

Cost Gross 

Ex¬ 

Net Net 


Sales NiNG In- chases 

5 ING 

OF Pro- 

penses 

Pro- Loss 


VENTORY 

Inven¬ 

Goods FIT 


FIT 



tory 

Sold 



(a) 

15,000 6,000 10,000 

X 

9,000 X 

4,000 

X 

(b) 

X 8,000 10,000 

6,000 

X 8,000 

X 

1,000 

(c) 

14,000 X 6,000 

7,000 

X 6,000 

X 

2,000 

(d) 

20,000 8,000 X 

10,000 

X X 

5,000 

3,000 


12. From the following account balances, select the proprietorship 
items and fist them as they should appear on the balance sheet: 


Capital Stock Issued, stated value $5, 10,000 shares. 50,000 

Dividends Payable. 6,000 

Paid-in Surplus. 120,000 

Undistributed Profits. 45,000 

Bond Sinking Fund. 40,000 

Premium on Bonds Payable. 10,000 

Treasury Stock, 1,000 shares. 5,000 

Goodwill. 40,000 

Reserve for Employee Pension Payments. 10,000 

Revaluation Surplus. 30,000 

Reserve for Possible Future Contingencies. 20,000 

Reserve for Federal Income Taxes. 7,600 
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13. B and B, Inc. shows an earned surplus balance on January 1,1949, of 
$160,000. For 1949, the net income before the provision for income taxes 
was $40,000, and the provision for taxes was $15,000. Dividends of $16,000 
were declared during the year. The following extraordinary gains and 
losses were also recognized during the year: 


Gain on sale of long-term investments. 14,000 

Refund of tax payments by Federal government. 6,000 

Overstatement in depreciation charges of prior years. 10,000 

Fire loss. 11,000 

Loss on trade-in of machinery and equipment. 4,500 

Understatement of accrued expenses at end of 1948. 2,000 


Assuming that the statement of profit and loss shows extraordinary 
items, complete the lower section of this statement, beginning with the 
item Net Income before Provision for Income Taxes, and prepare an 
accompanying statement of earned surplus. 

14. Using the data in Question 13, prepare a surplus statement for B and 
B, Inc., assuming that extraordinary items are reported on this statement, 
only normal operations being reported on the statement of profit and loss. 


PROBLEMS 

1. Prepare a properly classified balance sheet for the Richards Co. from 
the information that follows as of June 30, 1949: 


Accounts Payable 32,000 

'-Accounts Receivable 40,000 

^Accrued Interest on Notes 

Receivable 400 

i'1*C3TOnces Received on Un- 
* completed Contracts 5,000 

-Bond Redemption Fund 21,500 

i-Buildings 100,000 

' Cash in Banks 20,000 

Cash on Hand 500 

;;PCbmmon Stock, $10 par 200,000 

> Dividends Receivable 150 

;^Estimated Income Taxes Pay¬ 
able 6,000 

"^nished Goods Inventory 18,000 

"Troods in Process Inventory 30,000 

"Investment in Subsidiary 

Company Stocks 85,000 

investment in Undeveloped 

Properties 30,000 

•itand 50,000 

Machinery and Equipment 65,000 

'^Mtsc. Accrued Expenses 2,100 

*^isc. Prepaid Expenses 1,600 

^isc. Supplies Inventories 2,600 

•Notes Payable (short term) 15,000 

Notes Payable (due in 1954) 20,000 


Notes Receivable 12,000 

t^atents 15,000 

i^referred Stock, $10 par 100,0Q9" 

Premium on Common Stock 

Issued 40,000- 

i^aw Materials Inventory 26,00^ 

‘Reserve for Depreciation of 

Buildings 40,000 

Reserve for Depreciation of 
Machinery and Equip¬ 
ment 21,000 

Reserve for Doubtful Notes 

and Accounts 1,600 

^Salaries and Wages Payable 1,500 
^rial Bonds Payable (due 

March 31, 1950) 5,000 

^rial Bonds Payable (due 

in 1951 and thereafter) 90,000 

Surplus (debit balance) 36,250' 

^*fSmporary Investments in 

Marketable Securities 15,600 

^ools 6,000-' 

^Jhamortized Bond Discount 

and Expense 6,200 

feiearned Interest on Notes 

Receivable 4001 

Withholding Taxes Payable 1,200 
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2, From the following account balances for the Goodard Corporation as 
of December 31,1949, prepare a balance sheet with information properly 
classified: 


Accounts Payable 

44,000 

Notes Payable 

15,500 

Accounts Receivable 

85,000 

Notes Receivable 

30,000 

Accrued Interest and Pro 

- 

Paid-in Surplus 115,000 

perty Taxes 

3,200 

Preferred Stock, par $100 120,000 

Accrued Salaries 

1,400 

Preferred Stock Redemption 


Bonds Payable 

100,000 

Fund 

40,000 

Buildings 

105,000 

Prepaid Taxes, Insurance, 


Cash 

35,000 

and Interest 

2,600 

Cash Dividends Payable 

16,000 

Reserve for Bad Accounts 

3,000 

Common Stock, Stated Value 


Reserve for Depreciation of 


$25 

150,000 

Buildings 

36,000 

Discount on Bonds Payable 

5,400 

Reserve for Depreciation of 


Dividends Receivable 

1,200 

Equipment 

12,000 

Earned Surplus 

49,300 

Supplies Inventories 

3,500 

Equipment 

42,000 

Temporary Investments in 


Estimated Income Taxes Pay 

- 

Marketable Securities 

24,000 

able 

6,200 

Trade-marks 

10,000 

Goodwill 

25,000 

Treasury Stock, Common, 


Interest Receivable 

1,500 

1,000 shares 

25,000 

Inventories 

142,000 

Unearned Interest on Notes 


Land 

60,000 

Receivable 

600 

Land Acquired for Future 



JBuilding Site 

35,000 




f 3. The Austin Co. prepares a statement of profit and loss that summarizes 
normal operations as well as extraordinary items and corrections in profits 
of prior periods. The statement is supported by (1) a manufacturing 
schedule, (2) a selling expense schedule, and (3) a general and administra¬ 
tive expense schedule. Prepare a statement of profit and loss with support¬ 
ing schedules and a statement of earned surplus for this company using 
the data for 1949 that is listed below. Earned surplus on January 1,1949, 


was $61,400. 

Advertising. 8,000 

Corrections in Profits of Prior Periods made during 1949: 

'^or Understatement of Depreciation for the years 1946-1948. 1,800 

^or Understatement of Income Tax Liability for 1948. 3,000 

*1C)elivery Expense. 12,200 

^Depreciation of Machinery and Equipment. 5,600 

HDirect Labor. 76,000 

Dividends Declared. 8,500 

'Dividend Income. 300 

Factory Heat, Light, and Power. 20,100 

Factory Maintenance and Repairs. 2,600 

Factory Superintendence. 20,000 

i Factory Supplies Used. 4,000 

'Factory Taxes. 14,000 

^nished Goods Inventory. Jan. 1,1949, $36,500; Dec. 31,1949. 60,600 

freight In on Raw Materials. 2,500 

vGain on S»le of Securities. 1,500 
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^oods in Process Inventory, Jan. 1,1949, $21,500; Dec. 31,1949.... 28,000 

HTndirect Labor. 24,000 

Interest Expense. 6,200 

ifoterest Income. 650 

‘Loss from Bad Debts. 1,600 

‘ISfiscellaneous Factory Expense. 6,000 

cMiscellaneous General Expense. 3,200 

IMiscellaneous Selling Expense. 2,150 

Officers' Salaries. 15,200 

<>Office Salaries. 12,000 

^Office Supplies Used. 2,200 

i4Provision for Federal Income Taxes for 1949. 14,500 

Purchases Discounts. 2,700 

i-ftaw Materials Inventory, Jan. 1,1949, $16,000; Dec. 31,1949. 21,000 

Raw Materials Purchases. 84,000 

‘^law Materials Returns and Allowances. 2,000 

Sales. 370,000 

t Sales Allowances. 1,600 

t Sales Returns. 3,100 

Sales Discounts. 4,000 

'-Sales Salaries and Commissions. 25,000 

4. The Selks Corporation began operations in 1949 with an earned sur¬ 
plus of $26,650. Its records for 1949 show the following information: 

Dividends Declared. 12,500 

Gain on Sale of Unimproved Land.. 5,000 

General and Administrative Expenses. 87,100 

Interest Expense. 6,000 

Interest Income. 1,200 

Loss from Fire. 3,600 

Merchandise Inventory, Jan. 1,1949, $115,000; Dec. 31,1949. . . 144,000 

Overstatement of Income Tax Liability at end of 1948. 1,500 

Provision for Income Taxes. 12,000 

Purchases. 300,000 

Purchases Discounts. 4,400 

Sales. 478,800 

Sales Discounts. 3,200 

Sales Returns and Allowances. 14,000 

Selling Expenses. 62,500 


Instructions: (1) Prepare a combined statement of profit and loss and 
earned surplus for the year ended December 31, 1949. 

(2) Using the same data, prepare a statement of profit and loss and a 
separate statement of earned surplus, assuming that the statement of profit 
and loss reports only normal operations, while extraordinary items and cor¬ 
rections are shown on the surplus statement. 

Data relating to the financial condition and the results from opera¬ 
tions for the year ended December 31,1949, are assembled for the Belmont 
Corporation in the preparation of financial statements. The data follow: 

Cash on Hand and in Bank 32,060 Reserve for Doubtful Notes 

Notes Receivable 10,000 and Accounts ‘ 1,200 

Accounts Receivable 38,000 
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Accrued Interest on Notes Re- 

JDeftcit, January 1,1949 

20,150 

ceivable 

200 

^les 310,000 

Marketable Securities 

10,000 

Sales Returns and Allow¬ 


Finished Goods Inventory: 


ances 

1,400 

January 1, 1949 

16,500 

Raw Material Purchases 

82,000 

December 31, 1949 

30,000 

Freight In on Raw Materials 

1,700 

Goods in Process Inventory: 


Raw Material Returns and 


January 1, 1949 

10,000 

Allowances 

1,200 

December 31, 1949 

17,500_ 

JDirect Labor 

76,000 

Raw Materials: 


Indirect Labor 

14,000 

January 1, 1949 

12,000 

Superintendence 

12,000 

December 31, 1949 

16,000 . 

Heat, Light, and Power 

8,800 

Tools 

6,000*^ 

Taxes on Buildings and 


Patterns and Dies 

3,600 

Equipment 

2,600 

Office Equipment 

4,000 

Factory Repairs and Main¬ 


Reserve for Depreciation of 

tenance 

1,400 

Office Equipment 

1,200 

Tools Expense 

1,750 

Machinery and Equipment 

46,000 

Depreciation of Buildings and 


Reserve for Depreciation of 

Factory Equipment 

6,500 

Machinery and Equip. 

18,400 

Patents Expense 

1,000 

Factory Buildings 

75,000 

Factory Supplies Used 

2,200 

Reserve for Depreciation of 

Miscellaneous Factory Ex¬ 


Factory Buildings 

16,000 

pense 

MOO 

Land 

40,000 

Advertising 

6,000 

Goodwill 

15,000 

Sales Sal. and Commissions 

12,500 

Patents 

6,000 

Selling Supplies Used 

1,000 

‘ ”Bond Discount and Expense 

4,200 

Miscellaneous Selling Ex¬ 


Prepaid Insurance 

700 

pense 

6,200 

Factory Supplies Inventory 

500 

Officers Salaries 

14,500 

Miscellaneous Supplies In¬ 


Office Salaries 

4,600 

ventories 

350 

Office Supplies Used 

700 

Misc. Prepaid Expenses 

850 

Loss from Bad Debts 

1,800 

Notes Payable 

4,000 

Miscellaneous General and 


"Accounts Payable 

14,000 

Administrative Expense 

5,400 

^Estimated Federal Income 


Discounts Received on Pur¬ 


Taxes Payable 

22,500 

chases 

800 

'Dividends Payable 

2,750 

Interest Income 

300 

"Accrued Taxes and Interest 

2,400 

Discounts Granted on Sales 

1,606 

■ijong-Term Notes Payable 

22,000 

Interest Expense 

3,600 

'Bonds Payable 

60,000 

Provision for 1949 Federal In¬ 


'^Preferred Stock, $100 par 

t 

come Tax 

22,500 

500 shares, 

50,000 

Gain on Sale of Marketable 


"T'reasury Stock, Preferred, 


Securities 

4,100 

100 shares 

10,000 

Overstatement of 1948 Fed¬ 


Common Stock, 10,000 shares. 

eral Tax Liability 

600 

$10 stated value 

100,000 

Loss on Sale of Equipment 

1,600 

Paid-in Surplus 

35,000 

Dividends Declared 

8,000 


Instructions: Using the data above, prepare: 

(1) A balance sheet. 

(2) A statement of profit and loss that includes extraordinary items and 
corrections in profits of prior periods, supported by schedules that show cost 
of goods manufactured, selling expenses, and general and administrative ex¬ 
penses. 

(3) A statement of earned surplus. 



CHAPTER II 


THE ACCOUNTING PROCESS 


PHASES OF THE The accounting process may be considered 

ACCOUNTING PROCESS composed of two parts: (1) the re¬ 

cording phase and (2) the summarizing phase. During the fiscal period 
it is necessary to engage in a continuing activity — the recording of 
transactions in the various books of record. At the end of the fiscal 
period the recorded data is brought up to date and the accounting 
reports are prepared. A description of the recording phase as well as 
the nature of the activities that comprise the periodic summary is 
given in this chapter. The entire accounting process as applied to a 
particular business unit is then illustrated in Chapter III. 


RECORDING 

TRANSACTIONS 


Accurate statements can be prepared only 
if transactions have been properly recorded. 
A transaction is an action that results in a change in the assets, in 
the liabilities, or in the proprietorship of a business. There are two 
general classes of transactions that require accounting recognition: 
(1) business transactions, that is, transactions entered into with out¬ 
siders; and (2) internal transactions, or accountable transfers of costs 
within the business. Among the latter are, for example, the transfers 
of cost from raw materials to goods in process in factory accounting. 


BOOKKEEPING 

SYSTEMS 


The bookkeeping records of a business con¬ 
sist of: (1) the original documents evidenc¬ 
ing the transaction, called business papers or vouchers; (2) the media 
for classifying and recording the transactions, known as the books 
of original entry or journals; and (3) the media for summarizing trans¬ 
actions in terms of their effects upon individual asset, liability, and 
proprietorship items, known as the ledgers or ledger records. The 
bookkeeping records of the business are referred to as its bookkeeping 
system. The various recording routines in such a system are developed 
in each case to meet the special demands of the business unit with 
particular regard to its size and the nature of its activities. Recording 
processes must be designed to serve adequately and efficiently in tell¬ 
ing the story of the business. 

BUSINESS PAPERS A business paper or voucher is prepared as 

a first record for each transaction. Such a 
document offers accounting information concerning the tran^tion 

25 



26 


INTERMEDIATE ACCOUNTING 


[Ch.2 


and also fixes responsibility for such information by naming the parties 
identified with the transaction. The business papers are support for 
the information that is to be recorded in the books of original entry. 
Copies of sales invoices or the cash register tapes, for example, are the 
evidence in support of the sales record; purchases invoices support 
the purchases or invoice record; debit and credit memorandums sup¬ 
port adjustments in debtor and creditor balances; duplicate checks 
or check stubs provide data concerning cash disbursements; duplicates 
of receipts issued show cash collections; the corporation minute book 
supports entries required or authorized by action of the board of 
directors; journal vouchers or summaries prepared or approved by 
appropriate officers are used in support of certain data such as ad¬ 
justments or corrections that are to be reflected in the accounts. 


BOOKS OF Transactions are analyzed from the informa- 

ORIQINAL RECORD provided on the business paper. They 

may then be recorded in chronological order in the appropriate books 
of original entry. Transactions are analyzed in terms of accounts 
to be maintained for (1) assets, (2) liabilities, (3) proprietorship, (4) 
income and gains, and (5) expenses and losses. Classes (4) and (5) 
are temporary proprietorship accounts summarizing profit and loss 
data for the current period. The analysis is expressed in terms of 
debit and credit. Asset, expense, and loss accounts have left-hand 
or debit balances and are decreased by entries on the right-hand 
or credit side. Liabilities, proprietorship, and income and gain accounts 
have right-hand or credit balances and are decreased by entries on 
the left-hand or debit side. 


While it would be possible to record every transaction in a single 
book of original entry, this is hardly ever done. Wherever a number 
of transactions of the same character take place, special journals may 
be designed in which such transactions can be conveniently entered 
and summarized. Special journals may include sales journals, pur¬ 
chases journals, cash receipts and disbursements journals, the voucher 
register, and various other books of original entry designed to sum¬ 
marize special groups of transactions. Regardless of the number and 
the nature of the special books of original entry, there are always cer¬ 
tain entries that cannot be made in the special journals, and these 
are recorded in the general journal. 


ACCOUNTS AND THE Information as reported on the business paper 
LEDGER analyzed, classified, and summarized 

in terms of debits and credits in the books of original entry is trans- 
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ferred to the accounts in the ledger. The accounts summarize the 
effects of the transactions upon property and property equities and 
are used as a basis for the preparation of the accounting statements. 
, Accounts are sometimes referred to as real aceourtts or as nominal 
accounts. The balance sheet accounts are known as the real accounts; 
the profit and loss or temporary proprietorship accounts are called 
nominal accounts. When during the course of the accounting period 
a balance sheet or a profit and loss account balance represents both 
real and nominal elements, it may be described as a mixed account. 
The purchases account, for example, may be considered as composed 
of two elements: (1) a portion representing cost of goods sold, and (2) 
a portion representing merchandise purchased but still unsold. After 
adjustment at the end of the period, however, the balances of the 
mixed accounts become either real or nominal. The classification of 
real and nominal accounts is shown below: 


Classes of Accounts 


Assets 


Current Assets 
Investments 
Plant and Equipment 
Intangible Assets 
Deferred Charges 

Other Miscellaneous Noncurrent Assets 


REAL 

ACCOUNTS 


<-1 


Liabilities 




Current Liabilities 
Long-Term Debt 
Deferred Credits 

Other Miscellaneous Noncurrent Lia¬ 
bilities 


fSole Proprietorship or Partnership: 
Capitals 

I I Corporation: 

[Proprietorship - Capital Stock 
Paid-in Surplus 
Revaluation Surplus 
Earned Surplus 


/I 


Incomes and 
Gains 


NOMINAL*^ 

ACCOUNTS 




Expenses and 
Losses 


Sales 

Other Income 

Extraordinary Gains, Other Miscel¬ 
laneous Credits 

Cost of Goods Sold 
Selling Expenses 

General and Administrative Expenses 
Other Expense 

Extraordinary Losses, Other Miscel¬ 
laneous Charges 
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Accounts are commonly set up in the ledger in T form or in bal¬ 
ance form. The two forms are illustrated below. The balance form is 
more widely used in modern practice. 


CASH 


Date 

Items 

Post. 

Debit 

Date 

Items 

Post. 

Credit 




Ref. 

Amount 




Rep. 

Amount 

19— 





19— 





Jan. 

1 

Balance 


4,000 

Jan. 

31 



6,000 


31 



7,500 


31 

Balance 


5,500 





11,500 





11,500 

Feb. 

1 

1 

Balance 


5,500 







Ledi^er Account, T Form 


CASH 


Date 

Items 

Post. 

Rep. 

Debit 

Credit 

Balance 

19— 

Jan. 

1 

Balance 


4,000 


4,000 


31 


1 

7,500 


11,500 


31 


1 

1 


6,000 

5,500 


Ledger Account, Balance Form 


The individual real and nominal accounts of each business unit 
vary depending upon the nature of the business, its properties and 
activities, and the information and detail provided on the accounting 
statements. It is often desirable to establish separate ledgers for anal¬ 
yses or detailed information in support of balance sheet or profit 
and loss items. The general ledger then carries summaries of all of the 
statement items, while separate subsidiary ledgers afford additional de¬ 
tail in support of general ledger balances. For example, a single account 
for accounts receivable is usually carried in the general ledger, and 
individual customers’ accounts are shown in a subsidiary accounts 
receivable ledger] a single account for accounts payable is usually carried 
in the general ledger and is supported by individual creditors’ accounts 
in a subsidiary accounts payable ledger; a single plant and equipment 
account may be supported by individual fixed asset accounts in a sub¬ 
sidiary plant ledger; the capital stock account is normally supported 
by individual stockholders’ accounts in a subsidiary stockholders 
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ledger; selling and general and administrative expenses may be sum¬ 
marized in a single account in the general ledger, individual expenses 
being carried in a subsidiary expense ledger. The account in the gen¬ 
eral ledger that summarizes the detailed information shown separately 
is known as a controlling account. 

Whenever possible, individual postings to subsidiary accounts 
should be made directly from the business papers evidencing the trans¬ 
action. This practice is economical of time. It also avoids possible in¬ 
accuracies that might arise if information were first summarized sep¬ 
arately and such summaries were used as a basis for entries to the 
subsidiary accounts. The business papers are also used as a source of 
the journal record from which postings to the controlling accounts in 
the general ledger are made. If the postings to the subsidiary records 
as well as the entries in the books of original entry and the postings 
from those books are accurately made, the sum of the detail in a sub¬ 
sidiary record will agree with the balance as reported in the controlling 
account. Such a reconciliation of each controlling account and its sub¬ 
sidiary record is made periodically, and any discrepancies disclosed 
through such comparison are investigated and corrected. 

When sales, purchases, cash receipts, and cash disbursements are 
numerous, the use of bookkeeping machines makes possible the saving 
of considerable labor and expense, reduces the many possibilities for 
errors, and results in neater records. Bookkeeping machines that have 
typewriting keyboards as well as keyboards for arithmetic duties can 
be used not only for journalizing and posting functions, but also for 
the preparation of the various original documents required as evidence 
of transactions. Special journals, subsidiary account forms, and other 
documents are collated or designed and arranged so that recording with 
the use of carbons serves the various required functions. 

THE PERIODIC The accounting routine at the close of the 

SUMMARY jg frequently referred to as the 

periodic summary and normally consists of the following steps: 

(1) A trial balance of the accounts in the ledger is taken. The trial 
balance offers a summary of the information as classified and sum¬ 
marized in the ledger, as well as a check on the accuracy of the re¬ 
cording process. 

(2) The data required to bring the accounts up to date are compiled. 
Before accounting statements can be prepared, all of the accountable 
information that has not been recorded must be determined. 

(3) A work sheet is prepared. By means of the work sheet, informa¬ 
tion in steps (1) and (2) is summarized and classified. 



30 


INTERMEDIATE ACCOUNTING 


lCh.2 


(4) Accounting statements are prepared from the work sheet. State¬ 
ments that summarize operations and that show the financial con¬ 
dition are prepared from the information supplied on the work sheet. 

(5) Accounts are adjusted and closed. Accounts in the ledger are 
brought up to date. Balances in nominal accounts may then be closed, 
and the profit and loss detail may be summarized in appropriate sum¬ 
mary accounts. The result from operations as calculated in summary 
accounts is finally transferred to the appropriate proprietorship ac¬ 
count. 

(6) A post-closing trial balance is taken. A trial balance is taken 
to check the equality of the debits and credits after the posting of 
the adjusting and closing entries. 

(7) Accounts are reversed. Balances that were opened in real ac¬ 
counts as a result of adjustments are returned to the nominal ac¬ 
counts that are to be used in accounting for activities involving these 
items in the new period. 

ADJUSTING THE The division of the life of a business into 

ACCOUNTS periods of arbitrary lengths creates many 

important problems for the accountant who must measure the financial 
progress for a certain period and report on the financial condition at 
the end of this period. Transactions of the period have been recorded 
in balance sheet and profit and loss accounts. At the end of the period, 
the balances of these accounts must be brought up to date by means of 
adjustments. This is the problem to which attention is directed in the 
remaining pages of this chapter. It should be observed that while 
the discussion of adjustments is based upon their treatment in the 
books of account during the adjusting and closing phase of the ac¬ 
counting process, each adjustment would first appear on the work 
sheet. Adjustments are discussed under the following headings: 

Asset Depreciation and Cost Amortization 

Probable Uncollectible Items 

Accrued Expenses 

Accrued Incomes 

Deferred Expenses 

Deferred Incomes 

Inventories 


ASSET DEPRECIATION 
AND COST 
AMORTIZATION 


The charge to operations for the use of 
plant and equipment items during a period 
must be calculated and recorded at the end 
of the period. In recognizing depreciation on an asset, operations are 
.charged with a portion of the post of the asset, the carrying value of 
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the asset being reduced by this amount. The asset account may be 
credited directly for the cost assigned to the current operating period. 
However, when it is desired that both original cost and the amount of 
the cost already charged to operations be shown, a valuation reserve 
account is credited. To illustrate this procedure, assimie the use of 
the following asset: 

Store equipment; cost $50,000; estimated useful life, 10 years; esti¬ 
mated scrap value at the end of that time, $2,500. 

In determining the charge to be made to current operations, the 
cost of the asset less any estimated residual value is divided by the 
estimated useful life of the asset. The entry to record the depreciation 
of store equipment for a year follows: 


Depreciation of Store Furniture. 4,750 

Reserve for Depreciation of Store Furniture. 4,760 


PROBABLE Provision is ordinarily made for the prob- 

upon the collection of 
receivables created by sales of the current 
period. In recognizing the probable loss arising from the policy of 
granting credit to customers, operations are charged with the esti¬ 
mated loss, and receivables are reduced to their estimated collectible 
balance by means of a valuation reserve. When receivables actually 
prove uncollectible, they are charged against the reserve balance. To 
illustrate the nature of the adjustment to be made for probable un¬ 
collectibles, assume that losses of $5,000 are expected on the collection 
of accounts arising from sales of the current period. The adjustment 
at the end of the period is: 

Loss from Bad Debts. 5,000 


Reserve for Bad Debts. 


ACCRUED EXPENSES During the period, certain expenses may 

have been incurred although payment is not 
to be made until a subsequent period. At the end of the current period, 
it is necessary to determine and record the expenses that have not yet 
been recognized. In recording an accrued expense, an expense account 
is debited and an accrued liability account is credited. 

At the start of the new period, the balance in the accrued liability 
account may be transferred to the credit side of the appropriate ex¬ 
pense account by means of a reversing entry. The reversing entry makes 
it possible for the bookkeeper to record the expense payments in the 
new period in the usual manner. The expense account is debited for 
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the full expense payments, the entry on the credit side of the account 
absorbing that part of the payments which was recognized as expense 
in the prior period. If reversing entries are not made for accrued ex¬ 
penses, expense payments will have to be analyzed as to (1) the amount 
representing payment of an accrued liability balance, and (2) the 
amount chargeable to expense of the current period. Reversing entries 
are normally made for accrued expenses, since the person recording 
the payment may not have access to the books showing what adjust¬ 
ments were made. Even assuming that the books are available, such 
analysis would generally prove inconvenient. 

Accounting for Accrued Expense Illustrated. To illustrate accounting 
for an accrued expense (1) when reversing entries are made and (2) 
when reversing entries are not made, assume that on December 31 
accrued salaries are $350. Payment of salaries for the week ending 
January 4 is $1,000. Adjustments are made and the books are closed 
annually on December 31. Entries would be made as follows: 


December 31 
Adjusting entry to record 
accrued salaries. 


December 31 
Closing entry to transfer 
expense to the profit 
and loss account. 


January 1 

Reversing entry to trans¬ 
fer balance to the ac¬ 
count that will be 
charged when payment 
is made. 


January 4 

Payment of salaries for 
week ending January 4. 


(a) Assuming Accrued 
Expense Balance 
Is Reversed 


Salaries 350 

Salaries Payable 350 


Profit and Loss xxx 
Salaries xxx 


Salaries Payable 350 
Salaries 350 


Salaries 1,000 
Cash 1,000 


(b) Assuming Accrued 
Expense Balance 
Is Not Reversed 


Salaries 350 

Salaries Payable 350 


Profit and Loss xxx 
Salaries xxx 


No entry 


Salaries Payable 350 
Salaries 650 

Cash 1,000 


ACCRUED INCOMES During the period, certain amounts may have 

been earned although collection is not to be 
made until a subsequent period. At the end of the period, then, 
it is necessary to determine and record the earnings that have not yet 
been recognized. In recording accrued income, an accrued asset ac¬ 
count is debited and an income account is credited. 

At the start of the new period, the balance in the accrued asset 
account may be transferred to the debit side of the appropriate income 
accoimt by means of a reversing entry. The reversing entry makes it 
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possible for the bookkeeper to record the receipt of income in the new 
period in the usual manner. The income account is credited for the 
full receipts, the entry on the debit side of the account absorbing that 
part of the receipts which was recognized as income of the prior period. 
If reversing entries are not made for accrued incomes, income receipts 
will have to be analyzed as to (1) the amount representing collection of 
an accrued asset balance and (2) the amount representing earnings of 
the current period. Reversing entries are usually made for accrued 
income items in order to avoid the need for such analysis. 

Accounting for Accrued Income Illustrated. To illustrate accounting 
for accrued income (1) when reversing entries are made, and (2) when 
reversing entries are not made, assume that on December 31, the end 
of a fiscal year, interest for two months is accrued on $10,000 of 6 per 
cent bonds owned. Interest on bonds is received semiannually. Ad¬ 
justments are made and the books are closed annually on December 
31. Entries would be made as follows: 



(a) Assuming Accrued 
Income Balance Is 
Reversed 

(b) Assuming Accrued 

1 Income Balance Is 

Not Reversed 

December 31 

Adjusting entry to record 
accrued interest. 

Accrued Interest 
on Bonds Re¬ 
ceivable 100 

Interest Income 100 

Accrued Interest 
on Bonds Re¬ 
ceivable 100 

Interest Income 100 

December 31 

Closing entry to transfer 
income to the profit and 
loss account. 

Interest Income xxx 

Profit and Loss xxx 

Interest Income xxx 
Profit and Loss xxx 

January 1 

Reversing entry to trans¬ 
fer balance to the ac¬ 
count that will be cred¬ 
ited when collection is 
made. 

Interest Income 100 
Accrued Interest 1 

on Bonds Receiv¬ 
able 100 

No entry 

April 30 

Collection of interest for 
six-month period. 

Cash 300 

Interest Income 300 

Cash 300 

Accrued Interest 
on Bonds Receiv¬ 
able 100 

Interest Income 200 


DEFERRED EXPENSES Charges may have been incurred for services 

or commodities that are not to be received 
or used up in the current period. At the end of the period it is neces¬ 
sary to determine and record the portions of such charges that are ap¬ 
plicable to subsequent periods. Such charges are to be defied and 
reported as assets. 
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The method of adjusting for such deferred expenses depends upon 
how the expenditime was originally entered in the accounts. The 
charge for the commodity or service may have been recorded as a 
debit to (1) an expense account or (2) an asset account. 

Original Debit to an Expense Account. If an expense account was 
originally debited, an appropriate asset account is debited for the ex¬ 
pense applicable to a future period and the expense account is credited. 
The expense account then remains with a debit balance representing 
the amount applicable to the current accounting period. 

The deferred balance in the asset account is ordinarily returned 
to the expense account at the start of the next period by a reversing 
entry. This is desirable, since further expenditures of the same char¬ 
acter will continue to be recorded in the expense account, and the ex¬ 
pense account at the end of the next fiscal period should show all of 
the relevant data for purposes of determining and recording the re¬ 
quired adjustment at that time. 

Original Debit to an Asset Account. If an asset account was originally 
debited, an appropriate expense account is debited for the expense 
portion applicable to the current period and the asset account is 
credited. The asset account remains with a debit balance that shows 
the amount applicable to future periods. Since subsequent expendi¬ 
tures for the same purpose will continue to be recorded in the asset 
account, no reversing entry is necessary. 

Accounting for Deferred Expense Illustrated. To illustrate the two 
methods of accounting, assume that a three-year insurance policy, 
dated July 1, is purchased for $900. Adjustments are made and the 
books are closed annually on December 31. The required entries are 
given at the top of the following page. 

DEFERRED INCOMES During the period, income may have been 

recognized in advance of fulfillment of obli¬ 
gations in the form of services or commodities. At the end of the 
period it is necessary to determine and record the amounts of such 
incomes that are unearned and applicable to future periods. Such 
credits are to be deferred and reported as liabilities. 

The method of adjusting for such deferred income items depends 
upon how the income was originally entered in the accounts. The 
income may have been recorded as a credit to (1) an income account 
or (2) a liability account. 

Original Credit to an Income Account. If an income account was 
originally credited, this account is debited and an appropriate liability 
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(a) Assuming that the 
Charge Is Made 
to an Expense Ac¬ 
count 

(b) Assuming that the 
Charge Is Made to 
an Asset Account 

July 1 

Payment of premium. 

Insurance 900 

Cash 900 

Unexpired 

Insurance 900 

Cash 900 

December 31 

Adjusting entry to record: 

(a) deferred portion. 

(b) expired portion. 

Unexpired 

Insurance 7 50 

Insurance 750 

Insurance 150 

Unexpired 

Insurance 150 

December 31 

Closing entry to transfer 
expense to the profit and 
loss account. 

Profit and Loss 150 
Insurance 150 

Profit and Loss 150 

Insurance 150 

January 1 

Reversing entry to transfer 
balance to the account 
that will be charged with 
subsequent expendi¬ 
tures. 

Insurance 7 50 

Unexpired 

Insurance 750 

No entry 


account is credited for the income applicable to a future period. The 
income account remains with a credit balance representing the earn¬ 
ings applicable to the current accounting period. 

The deferred income in the liability account is ordinarily returned 
to the income account at the start of the next period by means of a 
reversing entry. This is desirable, since further income of the same 
character will continue to be recorded in the income account, and the 
income account at the end of the next fiscal period should show all of 
the relevant data for purposes of determining and recording the re¬ 
quired adjustment at that time. 

Original Credit to a Liability Account. If a liability account was 
originally credited, this account is debited and an appropriate income 
account is credited for the portion of the income that is applicable to 
the current period. The liability account remains with a credit balance 
that shows the amount applicable to future periods. Since subsequent 
income of the same character will continue to be recorded in the lia¬ 
bility account, no reversing entry needs to be made. 

Accounting for Deferred Income Illustrated. To illustrate the two 
methods of accounting, assume that on October 1, $600 is collected 
representing rental income for a period of one year from this date. 
Adjustments are made and the books are closed annually on December 
31. The required entries are given at the top of the following page. 
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(a) Assuming that the 
Credit Is Made to 
an Income Account 

(b) Assuming that the 
Credit Is Made to 
a Liability Account 

October 1 

Collection of rent. 

Cash 600 

Rental Income 600 

Cash 600 

Unearned 

Rental Income 600 

December 31 

Adjusting entry to record: 

(a) deferred portion. 

(b) earned portion. 

Rental Income 450 
Unearned 

Rental Income 450 

Unearned 

Rental Income 150 

Rental Income 150 

December 31 

Closing entry to transfer 
income to the profit and 
loss account. 

Rental Income 150 

Profit and Loss 150 

Rental Income 150 

Profit and Loss 150 

January 1 

Reversing entry to transfer 
balance to the account 
that will be credited with 
subsequent income. 

Unearned 

Rental Income 450 
Rental Income 450 

No entry 


INVENTORIES When perpetual or book inventory records 

are not maintained, physical inventories 
must be taken at the end of the period to determine the inventory 
amount to be reported on the balance sheet and the cost of goods sold 
amount to be reported on the statement of profit and loss. When 
perpetual or book inventories are maintained, the ending inventory 
balance and the cost of goods sold balance appear in the ledger and no 
adjustment is required. The two practices are described for trading 
and manufacturing concerns in the following paragraphs. 

Physical Inventories — The Trading Enterprise. In a trading con¬ 
cern, the beginning inventory and the balance in the purchases ac¬ 
count may be closed into the profit and loss account. The ending in¬ 
ventory is then recorded by a debit to the inventory account and a 
credit to the profit and loss account. The asset account now reflects 
the inventory balance at the end of the period; the profit and loss ac¬ 
count shows the cost of goods sold. To illustrate, assume the following 
facts: merchandise on hand, January 1, 1949, $40,000; purchases, 
1949, $310,000; merchandise on hand, December 31, 1949, $50,000. 
The entries to close the beginning balance and to record the ending 
inventory follow: 


To close the beginning Profit and Loss. 40,000 

inventory balance: Merchandise Inventory. 40,000 

To record the ending Merchandise Inventory. 50,000 

inventory balance: Profit and Loss. 50,000 
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After Purchases has been closed into Profit and Loss, the merchan¬ 
dise inventory and profit and loss accounts appear as follows: 


Merchandise Inventory 


Beginning Inventory 

40,000 

To Profit and Loss 

40,000 

Ending Inventory 

60,000 




Profit and Loss 


Beginning Inventory 
Purchases 

40,000 

310,000 

Ending Inventory 

50,000 


(Balance, $300,000, Cost of Goods Sold) 


After the accounts have been adjusted and the ending inventory 
recorded, remaining income and expense items may be transferred to 
the profit and loss account. Assuming that sales, other income, and 
extraordinary gains for the enterprise considered above total $515,000 
and expenses and extraordinary losses are $165,000, the profit and loss 
account will show a credit balance of $50,000 after these balances are 
closed. 

If these facts relate to a corporation, the income taxes for the 
period are estimated and recorded by a debit to the profit and loss 
account and a credit to a current liability account. The balance in the 
summary account may now be transferred to Surplus. Assuming that 
the taxes are estimated at $15,000, the profit and loss, tax liability, 
and surplus accounts will appear as follows upon completion of the 
adjusting and closing process: 


Profit and Loss 


Beginning Inventory 

40,000 

Ending Inventory 

50,000 

Purchases 

310,000 

Income and Gains 

515,000 

Expenses and Losses 

165,000 



Provision for Income Taxes 

15,000 



Increase in Earned Surplus 

35,000 




565,000 


565,000 


Estimated Income Taxes Payable _ 

I Estimated Income Taxes 15,000 

_ Earned Surplus __ 

Increase from Profit and 
and Loss 85,000 
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Physical Inventories — The Manufacturing Enterprise. In a man¬ 
ufacturing organization, three inventories are recognized: raw materi¬ 
als, goods in process, and finished goods. If the cost of goods man¬ 
ufactured is to be summarized separately, beginning and ending raw 
materials and goods in process inventories are recorded in a manu¬ 
facturing account, and beginning and ending finished goods inventories 
are recorded in the profit and loss account. To illustrate the entries 
to close beginning inventories and to record ending balances, assume 
the following data: 

Inventories, January 1: Raw Materials, $30,000; Goods in Process, $25,000; 
Finished Goods, $40,000. 

Charges incurred during 1949: Raw Materials Purchases, $110,000; Direct 
Labor, $140,000; Manufacturing Expenses, $80,000. 

Inventories, December 31: Raw Materials, $40,000; Goods in Process, 
$35,000; Finished Goods, $50,000. 

The entries to close the beginning inventories and to record the 
ending inventories follow: 


To close the beginning Manufacturing. 30,000 

inventory balances: Raw Materials Inventory. 30,000 

Manufacturing. 25,000 

Goods in Process Inventory... 25,000 

Profit and Loss. 40,000 

Finished Goods Inventory. . .. 40,000 

To record the ending Raw Materials Inventory. 40,000 

inventory balances: Manufacturing. 40,000 

Goods in Process Inventory. 35,000 

Manufacturing. 35,000 

Finished Goods Inventory. 50,000 

Profit and Loss. 50,000 


After manufacturing costs are closed into the manufacturing ac¬ 
count, the inventory and summary accounts are as follows: 


Raw Materials Inventory 


Beginning Inventory 

30,000 

To Manufacturing 

30,000 

Ending Inventory 

40,000 

1 
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Goods in Process Inventory 


Beginning Inventory 

25,000 

To Manufacturing 

26,000 

Ending Inventory 

36,000 



Finished Goods Inventory 


Beginning Inventory 

40,000 

To Profit and Loss 

40,000 

Ending Inventory 

50,000 




Manufacturing 


Beginning Raw Materials 
Inventory 

Beginning Goods in Process 
Inventory 

Raw Materials Purchases 
Direct Labor 

Manufacturing Expense 

1 

30,000 

25,000 

110,000 

140,000 

80,000 

Ending Raw Materials In¬ 
ventory 

Ending Goods in Process In¬ 
ventory 

40,000 

35,000 


(Balance, $310,000, Cost of Goods Manufactured) 


Profit and Loss 

Beginning Finished Goods Ending Finished Goods In- 

Inventory 40,000 ventory 50,000 

In closing the accounts, the balance in the manufacturing account 
representing the cost of goods manufactured is transferred to the profit 
and loss account; the latter account then shows the cost of goods 
sold. Remaining profit and loss items are transferred to the profit 
and loss account. The income tax liability is recorded, and the bal¬ 
ance in the profit and loss account is then transferred to Earned Sur¬ 
plus. Summary, tax liability, and surplus accounts will appear as 
follows: 


Manufacturing 


Beginning Raw Materials 
Inventory 30,000 

Beginning Goods in Process 

Inventory 25,000 

Raw Materials Purchases 110,000 

Direct Labor 140,000 

Manufacturing Expense 80,000 


385,000 


Ending Raw Materials In¬ 
ventory 40,000 

Ending Goods in Process In¬ 
ventory 35,000 

Cost of Goods Manufactured 
to Profit and Loss 310,000 


385,000 
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Profit and Loss 


Beginning Finished Goods 

Inventory 40,000 

Cost of Goods Manufactured 

from Manufacturing 310,000 
Expenses and Losses 165,000 

Provision for Income Taxes 15,000 
Increase in Earned Surplus 35,000 


Ending Finished Goods 
Inventory 
Income and Gains 


565,000 


50,000 

515,000 


565,000 


Estimated Income Taxes Payable 

Estimated Income Taxes 15,000 


_ Earned Surplus _ 

Increase from Profit and 
j Loss 35,000 

Perpetunl Inventories The Trading Enterprise. When the per¬ 
petual inventory plan is maintained, the inventory account instead 
of Purchases is debited upon the purchase of merchandise. When a sale 
takes place, two entries are required: (1) the sale is recorded in the 
usual manner, and (2) the merchandise removed from stock is recorded 
by a debit to Cost of Goods Sold and a credit to the inventory account. 
Subsidiary records for inventory items are normally maintained. 
Detailed increases and decreases in the various inventory items are 
reported in the subsidiary accounts, and the total costs of goods 
purchased and sold are summarized in the merchandise controlling 
account. Physical counts of the merchandise are made at regular in¬ 
tervals during the period to check on the accuracy of the record. At 
the end of the period, no adjustment to record the inventory in the 
accounts is required; the cost of goods sold account is simply closed 
into Profit and Loss. The inventory and cost of goods sold accounts, 
together with the accounts affected in the closing process, will appear 
as follows: 


Merchandise Inventory 


(Beginning Inventory)^ 

50,000 1 

(Cost of Goods Sold) 

300,000 

(Purchases) 

320,000 




(Balance, $70,000, Ending Inventory) 

*ln this and the following illustration, items reported in parentheses are those which 
have been recorded currently; remaining entries are made in adjusting and closing 
the accounts at the end of the period. 
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(Cost of Goods Sold) 


Cost of Goods Sold 


300,000 


To Profit and Loss 


300,000 


Profit and Loss 


Cost of Goods Sold 

300,000 

Income and Gains 

515,000 

Expenses and Losses 
Provision for Income 

165,000 



Taxes 

15,000 



Increase in Earned Surplus 

35,000 

515,000 


515,000 





Estimated Income Taxes Payable 




Estimated Income Taxes 

15,000 





f 

-. 

. Earned Surplus 



— / * I ■ ■■ '■ - - 

‘ ‘ I Increase from Profit and 

Loss 35,000 


Even where the cost of goods sold is obtained by means of physical 
inventories, one may prefer to follow a closing procedure similar to 
the foregoing. It would be possible to close the purchases account into 
the merchandise inventory account, then to reduce the balance of the 
inventory account to the ending inventory figure, a cost of goods sold 
account being opened and charged with the inventory decrease. Cost 
of Goods Sold would be closed into Profit and Loss as above. 

Perpetual Inventories — The Manufacturing Enterprise. When 
perpetual inventories are maintained by a manufacturing enterprise, 
raw material purchases are recorded by charges to Raw Materials. 
Materials removed from stores for processing result in a charge to 
Goods in Process and a credit to Raw Materials. Labor and manu¬ 
facturing costs, likeAvise, are charged to Goods in Process. Finished 
Goods is debited and the goods in process account is credited for the 
costs relating to goods completed and transferred into the finished 
goods stock from factory processing centers. The entry to record a 
sale is accompanied by an entry to record the cost of goods sold. Cost 
of Goods Sold being debited and Finished Goods credited. At the end 
of the period, no inventory adjustment is required; the cost of goods 
sold account is simply closed into Profit and Loss. Normally, the raw 
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materials, goods in process, and finished goods accounts are controlling 
accounts, individual increases and decreases in the various inventory 
items being reported in the respective subsidiary ledgers. Frequently, 
such procedures are maintained as a part of a cost system designed 
to offer detailed information concerning job order or process costs. 
Perpetual inventory accounts and the cost of goods sold account, 
together with the other accounts affected in the closing process, will 
appear as follows: 


Raw Material Inventory 


(Beginning Inventory) 

30,000 

(Materials Used in Proc- 


(Raw Materials Pur- 


essing) 

100,000 

chases) 

110,000 



(Balance, $40,000, Ending Inventory) 


Goods in Process Inventory 


(Beginning Inventory) 

25,000 

(Cost of Goods Manu- 

310,000 

(Materials Used in Proc- 


factured) 


essing) 

100,000 



(Direct Labor) 

140,000 



(Manufacturing Expense) 

80,000 



(Balance, $35,000, Ending Inventory) 


Finished Goods Inventory 


(Beginning Inventory) 
(Cost of Goods Manu- 

40,000 

(Cost of Goods Sold) 

300,000 

factured) 

310,000 



(Balance, $50,000, Ending Inventory) 



Cost of Goods Sold 


(Cost of Goods Sold) 

300,000 1 

To Profit and Loss 

300,000 


1 

Profit and Loss 



Cost of Goods Sold 

300,000 

Income and Gains 

515,000 

Expenses and Losses 

165,000 



Provision for Income Taxes 

15,000 



Increase in Earned Surplus 

35,000 




515,000 1 


515,000 
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Estimated Income Taxes Payable _ 

Estimated Income Taxes 15,000 

Earned Surplus _ 

Increase from Profit and 
Loss 35,000 

Even where cost of goods sold for a manufacturing enterprise is 
to be obtained by means of physical inventories, one may prefer to 
follow a closing procedure similar to the foregoing. It would be pos¬ 
sible to close the raw materials purchases account into the raw materi¬ 
als inventory account, then to reduce the inventory account to the 
ending inventory balance, goods in process being charged with the 
decrease in raw materials. Direct labor and manufacturing expense 
accounts would be closed into Goods in Process Inventory, and this 
account would then be reduced to its ending inventory figure. Finished 
Goods being debited. Finished Goods would finally be reduced to its 
ending balance, a cost of goods sold account being opened and charged 
with the inventory decrease. Cost of Goods Sold would be closed into 
Profit and Loss as shown. 


ACCOUNTING REPORTS 
ON CASH VERSUS 
ACCRUAL BASIS 


In the preceding pages of this chapter, 
adjustments were made at the end of the 
period in the attempt to measure accurately 


income and expense of the fiscal period. ‘It was the income that could 


be considered as earned rather than the income received in the form of 


cash, and the expense incurred rather than the amount paid that was 
considered and given effect in the measurement of profit and loss. 
Statements that recognize income in the period in which it is earned 
though not collected and expenses in the period in which incurred 
though not paid are said to be prepared on the accrual basis. True 
measurement of operating results can be achieved only through use 
of the accrual basis of accounting. 

Frequently, however, one finds income recognized and reported 
only when cash is actually received and expenses reported only when 
cash disbursement is actually made. When such a procedure is followed, 
statements are said to be prepared on a cash basis. 

The Federal government permits filing of income tax returns on 
the cash or the accrual basis. In reporting on the cash basis, profes¬ 
sional men and firms engaged in a service business may disregard re¬ 
ceivables from clients for services rendered and recognize as income 
the total amount actually collected from clients during the year. How- 
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ever, in the case of the manufacturing or trading concern, both sales 
and purchases on account must be recognized, even though the report 
is made on the cash basis. A company's gross profit on sales, then, 
will be the same regardless of the method of reporting. Where income 
from receivables must be recognized, the taxpayer is given the option 
of recognizing as the loss from bad debts (1) only those accounts ac¬ 
tually written off as uncollectible during the period, or (2) the amount 
anticipated in the collection of accounts and established by satis¬ 
factory reserve provisions. In the case of acquisition of fixed assets, 
deductions from income are permitted only to the extent of the de¬ 
preciation or amortization applicable to the current period even though 
the cash basis is used. Policies that are adopted with respect to the 
basis for tax reporting must be applied consistently each period. 

Use of the cash basis generally means the use of a hybrid system, 
with sales, purchases, depreciation, and bad debts being reported as 
on the accrual basis, but with the remaining income and expense items 
being measured on a cash basis without regard to accrued and deferred 
elements. The cash basis offers certain advantages in the form of 
simpler and more economical bookkeeping. A summary of operations 
prepared on this basis may be considered acceptable where failure to 
recognize accruals and deferrals results largely in compensating errors 
with little material effect upon the periodic profit or loss figures. How¬ 
ever, the cash basis does not provide the accuracy that may be ob¬ 
tained with appropriate recognition of amounts earned and expenses 
incurred. 

FROM TRANSACTIONS Preceding pages have stressed the impor- 
TO STATEMENTS tance of accounting reports in modem eco¬ 

nomic society. The standard procedures used in recording transactions 
and events incident to the preparation of such reports have been 
recalled in brief. The treatment applied to these transactions and 
events is called the accounting process. 

The accounting process includes the entire field of analyzing, 
classif 3 dng, recording, and summarizing as practiced by accountants. 
It includes the successive steps that constitute the bookkeeping or 
accounting cycle. It starts with the first written record of the trans¬ 
action or the event and concludes with the final summarized reports. 

The significance of the accounting process and its universal ap¬ 
plicability to every unit of whatever size in our economic society must 
be appreciated. While the process may be modified to suit conditions 
peculiar to the economic unit, parts that have been reviewed here are 
basic in accounting for every business unit. 
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QUESTIONS 

1. Indicate the accounting function supplied by (a) the business paper, 

(b) the book of original entry, and (c) the ledger. 

2. Distinguish between: (a) real accounts and nominal accounts, (b) 
general journal and special journal, (c) general ledger and subsidiary 
ledger, (d) T form and balance form of account. 

3. Classify the following transactions as business transactions or in¬ 
ternal transactions: 

(a) Exchange of fixed asset. (d) Cash dividend. 

(b) Depreciation of building. (e) Factory supplies used. 

(c) Receipt of 60 cents on the dollar (f) Estimate of bad debts expense, 

from receiver. 


4. Classify each of the following accounts as real or nominal: 


(a) Taxes 

(b) Accounts Receivable 

(c) Common Stock 

(d) Premium on Stock 

(e) Sales Salaries 

(f) Sales Discounts 

(g) Reserve for Depreciation 

(h) Rent Paid in Advance 

(i) Unearned Rental Income 

(j) Dividends Paid 

(k) Reserve for Bad Debts 

(l) Treasury Stock 

(m) Accrued Interest on Notes Re¬ 
ceivable 


(n) Factory Supplies 

(o) Purchases Returns and Allow¬ 
ances 

(p) Accounts Payable 

(q) Unexpired Insurance 

(r) Interest Income 

(s) Estimated Income Taxes Payable 

(t) Patent Amortization 

(u) Organization Expense 

(v) Gain on Sale of Investments 

(w) Deficit 

(x) Dividends Payable 

(y) Sinking Fund Income 

(z) Loss from Fire 


5. What business papers are used in posting debits and credits to cus¬ 
tomers' and creditors' accounts? Would it be better practice to post to 
these accounts from books of original entry? Explain. 

6. List and describe the steps in the periodic summary. State why each 
step is indispensable. 

7. Distinguish between (a) cash basis and accrual basis, (b) unearned 
income and accrued income, (c) closing the accounts and balancing the 
accounts. 

8. Payment of rent in advance may be recorded either in (a) an expense 
account or (b) an asset account. Which method would you recommend? 
What is the effect on periodic entries? 

9. D. A. Reed had his own $1,000, 6-month note discounted at the bank 
on October 31. The entry to record the transaction was: 


Cash. 970 

Deferred Interest Expense. 30 

Notes Payable. 1,000 
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(a) What adjustment is required on December 31? What reversing entry, 
if any, is required? (b) What nominal account could be debited instead 
of Deferred Interest Expense? What adjustment would then be nec¬ 
essary? What reversing entry, if any, would be necessary? 

10. Reed paid for insxirance for 2 years beginning on November 1. The 
entry to record the payment was: 

Insurance. 240 

Cash. 240 

(a) What adjustment is required on December 31? What reversing entry, 
if any, is required? (b) What real account could have been debited in¬ 
stead of Insurance? What adjustment would be necessary? What re¬ 
versing entry, if any, would be necessary? 

11. Reed received rent of $1,800 for 1 year on January 31. He recorded 


the transaction as follows: 

Cash. 1,800 

Unearned Rental Income. 1,800 


(a) What adjustment is required on December 31? What reversing entry, 
if any, is required? (b) What nominal account could have been credited 
instead of Unearned Rental Income? What adjustment would then be 
necessary? What reversing entry, if any, would be necessary? 

12. In analyzing the accounts of L. S. Stone, the adjusting data listed 
below are determined on December 31, the end of an annual fiscal period, 
(a) What adjusting entry would be made for each item? (b) What re¬ 
versing entry would be made for each item? (c) What sources would pro¬ 
vide the information for each adjustment? 

(1) The unexpired insurance account shows a debit of $450, represent¬ 
ing the cost of a 3-year fire insurance policy dated September 1. 

(2) On November 1, Rental Income was credited for $600, represent¬ 
ing income from a subrental for a 3-month period beginning on 
that date. 

(3) Purchase of advertising supplies for $400 during the year was re¬ 
corded in the advertising expense account. On December 81 sup¬ 
plies of $60 are on hand. 

(4) On August 1, $750 was paid as rent for a 6-month period beginning 
on that date. The expense account Rent was debited. 

(5) Miscellaneous Office Expense was debited for office supplies of 
$860 purchased during the year. On December 31 office supplies 
of $280 are on hand. 

(6) Interest expense includes a note discount -charge of $4 applicable 
to January of the following year. 

(7) Interest of $12 is accrued on notes payable. 








Ch. 21 


THE ACCOUNTING PROCESS 


47 


13. In analyzing the accounts for the W. D. Arnold Sales Corp., you find 
the following data. Give any entries that are required to correct and bring 
the books up to date on December 31, 1949. State which entries require 
reversing at the beginning of the new fiscal period. 

(1) The rental income account had been credited for rental receipts 
of $3,600. On December 31, $400 is unearned. In addition it is 
found that certain property was rented on November 1, 1949, at 
$150 per month, but the rent for November and December will 
not be received until February 1, 1950. 

(2) Advertising expense was debited for $800, the cost of advertising 
supplies purchased. There are supplies of $120 on hand. In addi¬ 
tion, a contract for radio advertising for 1 year beginning December 
1, 1949, was made. The rate is $120 for a 3-month period payable 
at the end of each such period. 

(3) It is found that the following adjustments were overlooked in 
closing the books on December 31,1948: 

(a) Depreciation on store equipment, $50. 

(b) Accrued interest on notes payable, $60. 

(c) Interest received in advance on notes receivable, $25. 

(d) Insurance paid in advance, $40 (Miscellaneous Expense is 
debited for insurance pasmients). 

14. Upon inspecting the accounts for the Proctor Co. at the end of 1949, 
you find the following data. What entries are required to correct the 
accounts? 

(a) A sale of merchandise for $600 had been made on December 
31, 1948. The merchandise, cost $450, was delivered to the 
customer on this date and was not included in the ending in¬ 
ventory. However, the sale was not recorded until remittance 
was received on January 10, 1949. 

(b) 50 shares of X Company stock were sold at $60 per share on 
July 8, 1949. The bookkeeper debited Cash and credited the 
investment account for proceeds from the sale, $3,000. The 
investment account shows that 100 shares of this stock were 
originally acquired at a cost of $7,500. 

(c) Raw materials, cost $400, received on December 31, 1948, 
had been included in the inventory of raw materials taken on 
that date. However, the materials were recorded as a purchase 
on January 4, 1949, when the invoice was received. 

(d) Equipment, cost $6,000, acquired on July 1,1945, depreciated 
on a 5-year basis, was destroyed by fire on May 1,1949. Cash 
was debited and Equipment was credited for $800, the pro¬ 
ceeds from an insurance policy. 
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15. Some of the accounts that appear in the ledger of the Mills Manu¬ 
facturing Co. on November 30, the end of an annual fiscal period, follow: 


Raw Materials Inventory... 60,000 Direct Labor.130,000 

Goods in Process Inventory. 50,000 Manufacturing Expenses... 100,000 

Finished Goods Inventory. . 70,000 Sales.800,000 

Raw Materials Purchases... 340,000 Operating Expenses.150,000 

Physical inventories on November 30 are: Raw Materials, $80,000; 


Goods in Process, $60,000; Finished Goods, $60,000. The Federal income 
tax liability is estimated at 30% of net income. Assuming no further ad¬ 
justments, give the entries required to adjust and close the accounts 
according to two different methods. 

16. An operating expense is reported as $400 when the cash basis is used. 
What balance would be reported if the accrual basis had been adopted, 
assuming that: 

(a) $50 was prepaid at the end of the period? 

(b) $50 was accrued at the end of the period? 

(c) $50 was prepaid at the beginning of the period? 

(d) $50 was accrued at the beginning of the period? 

(e) $75 dollars was accrued at the beginning of the period and $50 was 
prepaid at the end of the period? 

(f) $75 dollars was prepaid at the beginning of the period and $50 was 
accrued at the end of the period? 

17. Assume in Question 16 that $400 represents an income item collected 
during the period. What balance would be reported if the accrual basis 
were followed for each case? 


PROBLEMS 

' IJ The trial balance of the Keller Company shows among other items 
me following balances on December 31, 1949, the end of a fiscal year: 


Accounts Receivable. 30,000 

65% Bonds of Arden Corporation. 20,000 

Buildings. 120,000 

Reserve for Depreciation of Buildings. 12,000 

Land. 40,000 

4|% First Mortgage Bonds. 50,000 

Rental Income. 24,000 


The following facts are ascertained on this date upon inspection of the 
records of the company: 

(a) It is estimated that approximately 10% of accounts receivable 
may prove uncollectible. 
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(b) Interest is payable semiannually on the Arden Corporation Bonds 
on March 1 and September 1. 

(c) Buildings are depreciated at 2^% a year. 

(d) Interest on the first mortgage bonds is payable semiannually on 
February 1 and August 1. 

(e) Rental Income includes $1,800 that was received on October 1, 
representing rent on part of the buildings for the period October 
1, 1949, to September 30, 1950. 

Instructions: (1) Prepare the journal entries to adjust the books on De¬ 
cember 31. 

(2) Give the reversing entries that would be made at the beginning of 1960. 

2. The trial balance of the Wade Company shows among other items the 
allowing balances on December 31, 1949, the end of a fisf:al year: 


Accounts Receivable. 25,000 

Reserve for Doubtful Accounts. 150 

3% Bonds of Burns Corporation. 20,000 

Buildings. 80,000 

Reserve for Depreciation of Buildings. 800 

Unexpired Insurance. 390 

Notes Payable ($3,0004-$5,000). 8,000 

Unearned Rental Income. 1,400 

Advertising Expense. 2,600 

Interest Expense. 100 

Interest Income. 360 


The following facts are ascertained on this date upon inspection of the 
records of the company: 

(1) After careful examination of the accounts receivable, it was es¬ 
timated that the Reserve for Doubtful Accounts should be brought 
up to 2% of the accounts receivable. 

(2) Interest is collected semiannually on the bonds of the Burns Cor¬ 
poration on March 1 and September 1. 

(3) Buildings are depreciated at 2% per year. 

(4) The $3,000 note payable was issued on August 31,1949, and accrues 
interest at 6%, which is payable upon maturity of the note, August 
31, 1950. 

(5) Payments for insurance coverage were made as follows: 


Policy Dates 

Coverage (Years) 

Premium 

May 1, 1948 

3 

sisa 

Sept. 30, 1949 

1 

100 

Nov. 30, 1949 

1 

150 


(6) The unearned rental income account was credited for $1,400 on 
August 1, 1949, representing rental from August 1,1949, to March 
1, 1950. 














50 


INTERMEDIATE ACCOUNTING 


(Ch. 2 


(7) Advertising materials of $900 were purchased from January 1 to 
December 31 and were charged to the advertising expense account. 
No materials were on hand on January 1, 1949. Approximately 
two thirds of the materials purchased had been used up by Decem¬ 
ber 31, 1949. 

(8) The interest expense of $100 includes $45 that represents interest 
on the $5,000 note applicable to 1950. 

(9) It is determined that $25 of the $360 interest income balance is 
unearned on December 31, 1949. 

Instructions: (1) Give the necessary adjusting journal entries. 

(2) Prepare the reversing entries that would be made on January 1,1960. 

3. The following data are compiled for the Arrow Manufacturing Com¬ 
pany on December 31, 1949, the close of an annual fiscal period: 

(a) On December 1, 1949, part of the building space was sublet by 
the company. $900 was collected, representing rent for a 6-month 
period. Unearned Rental Income was credited for the cash re¬ 
ceived. 

(b) $120 was paid on a 3-year insurance policy dated October 1, 
1949. Unexpired Insurance was debited for the payment. 

(c) On November 1, 1949, the company borrowed cash on a $6,000, 
1-year, non-interest-bearing note. The note was discounted by 
the bank at 6%. The discount was recorded as Interest Expense. 

(d) A $2,500, 6-month note dated October 1 had been received from 
a customer. Interest at 6% is payable at maturity. 

(e) Bonds of $100,000 are outstanding. Interest at 4^% is payable 
semiannually on February 1 and August 1. 

(f) A 1-year, non-interest bearing note for $1,000, dated October 31, 
1949, was received from a customer. The customer was credited 
for $1,000 less discount at 6%. Interest Income was credited for 
the discount. 

(g) The balance of the supplies expense account on December 31 is 
$860. Of this amount, supplies of $240 are on hand. 

(h) Delivery equipment acquired on August 1, 1949, for $4,200 has 
an estimated life of 4 years with an estimated trade-in value of 
$600 at that time. 

Instructions: (1) Give the necessary adjusting entries. 

(2) List the letters of those entries that should be reversed at the begin¬ 
ning of 1950. 

4. The following data are compiled for the Hall Manufacturing Com¬ 

pany on December 31,1949, the close of an annual fiscal period: 

(1) Interest of $35 is accrued on Notes Receivable. 
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(2) Office Expense was debited for purchases of office supplies. Sup¬ 
plies of $50 are on hand. 

(8) Buildings were acquired March 1,1949, and cost $150,000. They 
are to be depreciated at 3% a year. 

(4) On December 31, 1949, the reserve for bad debts account has a 
credit balance of $100. The reserve is to be maintained at 4% of 
accounts receivable. Accounts receivable on December 31, 1949, 
are $9,000. 

(5) Salaries and wages accrued on December 31,1949, are $400. 

(6) The account Unexpired Insurance has been debited during the 
year, 1949, for the costs of insurance and shows a balance of $600. 
The total of the unexpired portions of the policies is $290 on De¬ 
cember 31, 1949. 

(7) Machinery and Equipment costing $88,000 was purchased on 
July 1,1949. The estimated life is 5 years and the estimated scrap 
value is $5,000. 

(8) The asset account Tools shows a balance of $12,000. An inventory 
shows that tools of $9,000 are on hand. 

(9) A portion of the building was sublet for 3 months, November 1, 
1949, to February 1, 1950. Deferred Rental Income was credited 
for $300, the full amount received. 

(10) The account Interest Income has been credited during the year, 
1949, for interest and shows a balance of $60. However, of that 
amount $15 is unearned on December 31, 1949. 

Instructions: (1) Give the necessary adjusting entries on December 31, 
1949. 

(2) List the numbers of those entries that need reversing at the beginning 
of 1950. 

The following facts are ascertained from the books and records of 
th€ Cook Company at the end of the first year of operations: 

(1) On December 21, 1949, $6,000 was borrowed from the First State 
Bank on a 30-day note. The bank deducted interest of $30 in ad¬ 
vance on the loan and a nominal account was charged for the dis¬ 
count. 

(2) On September 1,1949, $500 was collected for 5 months’ rent begin¬ 
ning on that date. The credit was made to a balance sheet ac¬ 
count. 

(3) $10,000 of 4^% bonds of the Martin Co. were purchased on March 
15, 1949. Interest on the bonds is payable semiannually on May 
1 and November 1. 

(4) A truck was acquired on August 1, 1949, for $4,000. The esti¬ 
mated life is 6 years, with a trade-in value of $400. 
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(5) A 45-day, non-interest bearing note was received on December 
16,1949. A discount of $30 was deducted and credited to a nom¬ 
inal account. 

(6) A nominal account was debited during 1949 for $200, representing 
purchases of office supplies, of which $110 has been used. i 

(7) A real account was debited on October 20, 1949, for $162, rep¬ 
resenting the payment of the premium on a 3-year fire insurance 
policy dated October 1, 1949. 

(8) On December 31, 1949, the reserve for bad debts account has a 
debit balance of $175. The reserve is to be maintained at 3% of 
accounts receivable. Accounts receivable on December 31, 1949, 
are $12,000. 

(9) The payroll for the week ending January 4, 1950, will be $1,400. 
Of this amount $600 had been earned by the employees during 
the period December 29-31. 

(10) The account Tools Expense shows a balance of $800. An in¬ 
ventory shows that tools of $350 are on hand and that $450 of 
tools are now without value. 

Instructions: (1) Give the necessary adjusting entries on December 31, 
1949. 

(2) List the numbers of those entries that should be reversed at the be¬ 
ginning of 1950. 

\ .The following information is available with respect to transactions 
o? the Park Publishing Company, which began operations in 1949: 

(1) Cash collections on annual subscriptions to their monthly maga¬ 
zine during the last six months of 1949 were as follows: 

July.$8,400 October.$ 6,500 

August. 8,000 November. 9,000 

September. 6,600 December. 12,000 

The subscriptions are effective as of the start of the month follow¬ 
ing receipt of the subscription. 

(2) Payments for insurance coverage were made as follows: 


Policy Date 

Coverage (Years) 

Premium 

July 1 

3 

$ 90 

Sept. 30 

1 

180 

Oct. 1 

3 

450 

Nov. 30 

1 

60 


(3) The annual real and personal property tax paid on December 5, 
1949, was $380. The bill covers the city's fiscal year beginning 
July 1, 1949. 

(4) Advertising materials of $945 were purchased from July 1 to 
December 31. No materials were on hand on July 1. Approxi- 
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mately one third of the materials purchased remains on hand on 
December 31. 

Instructions: (1) Assuming that original entries for expense or income 
items in each of the above transactions were made to real accounts, give the 
necessary adjusting entries at the end of the 6-month period. (Give schedules 
following journal entries to show how amounts were calculated.) 

(2) Assuming that original entries for expense or income items in each of 
the above transactions were made to nominal accounts, give the necessary 
adjusting entries. 

(3) State which of the entries in parts (1) and (2) require reversing at the 
beginning of 1950. 

1 7k The account balances for the Turner Sales Co. on January 1, 1949, 
a^e as follows: 


Cash. 


4,000 

Accrued Salaries. 

150 

Accounts Receivable. . . 

2,800 


Accrued Taxes. 

100 

Less Reserve for Bad 



Accounts Payable. 

4,300 

Debts. 

300 

2,500 

R. V. Turner, Capital. . 

20,000 

Inventories. 

Furniture. 

3,600 

15,000 



Less Reserve for De¬ 
preciation . 

600 

3,000 



Unexpired Insurance. . . 


50 





24,550 


24,550 


Transactions for 1949 are summarized below: 


Sales on account. 100,000^^ 

Purchases on account. 65,000 

Sales returns (credits were made to customers' ^ 

accounts). 1,500 

Cash collected on accounts receivable. 97,000 ^ 

Discounts allowed on accounts collected. 1,200 ^ 

Uncollectible accounts written off against reserve. 250 

Cash paid on accounts payable. 64,000 

Discounts taken on accounts paid. 800 ^ 

Operating expenses paid. 24,000 ^ 

Withdrawals for personal use: 

Merchandise (cost). 2,000 

Cash. 16,000 18,000 


Cash received on issuance to bank of a $5,000, 

6-month note on November 1, on which l3ank 

deducted interest in advance. 4,850 


In addition to the foregoing information, the following data are to be 
considered on December 31: inventories, $17,500; unexpired insurance, 
$300; accrued salaries, $250; and accrued taxes, $150. Depreciation of 























54 


INTIRMEDIATC ACCOUNTING 


[Ch.2 


furniture for the year is $300. The balance in the reserve for bad debts 
account is increased by $150. 

Instructions: Prepare a statement of profit and loss, a balance sheet, and 
a statement of changes in the owner’s capital account for the year ended 
December 31,1949. (T accounts or working papers should be used in develop¬ 
ing statement data.) 

8. The General Sales Co. is organized on January 1, 1949, selling its 
total authorized stock for cash at par, $50,000. Transactions for the next 
six months follow: 


Payments for equipment. 8,000 

Sales on account. 140,000 

Purchases on account. 164,000 

Cash borrowed on long-term notes. 40,000 

Operating expenses paid. 42,000 

Purchases returns and allowances (charges were made to 
creditors’ accounts). 2,000 


A cash dividend of $2,000 is declared in June, payable July 15. On June 
30 there are accounts of trade debtors of $40,000 that have not been collect¬ 
ed; sales discounts of $1,200 were allowed on accounts collected. On June 30 
there are also accounts of trade creditors of $30,000 that have not been paid. 
A reserve of $650 is to be established on accounts receivable on hand. The 
merchandise inventory on this date is $78,500. Depreciation for the six 
months is estimated at $400. In addition, adjustments are to be made 
for the following deferred and accrued items as of June 30: 


Unexpired Insurance. 500 

Advances to Employees. 660 

(Insurance and advances were recorded as operating expenses 
during the period.) 

Accrued Interest on Notes Payable. 750 

Accrued Salaries. 350 

Accrued Payroll and Property Taxes. 400 


The income taxes for 1949 are estimated at 40% of the net income. 

Instructions: Prepare a statement of profit and loss, a balance sheet, and 
a surplus statement for the six-month period ended June 30, 1949. CT ac¬ 
counts or working papers should be used in developing statement data.) 
















CHAPTER III 

THE ACCOUNTING PROCESS ILLUSTRATED 


STEPS IN THE ACCOUNT- The accounting process as described in the 

IMG PROCESS 

preceding chapters is composed of a number 
of steps in well-defined sequence. To review, these steps consist of: 

1. Recording the transactions in chronological order in the books 
of original entry. 

2. Transferring the transactions from the journals to the appropriate 
accounts in the ledgers. 

3. Preparing a trial balance of the accounts in the general ledger 
and the necessary supporting data from subsidiary ledgers. 

4. Compiling the data to be used in making the necessary adjust¬ 
ments in the accounts to bring them up to date. 

5. Preparing the work sheet. 

6. Preparing the accounting statements and the necessary support¬ 
ing schedules. 

7. Adjusting the accounts and closing the nominal accounts. 

8. Preparing a trial balance of the accounts after they have been 
adjusted, closed, balanced, and ruled. 

9. Reversing the entries that were made to establish accrued and 
deferred income and expense balances. 

In order to illustrate the flow of information in the accounting proc¬ 
ess, there is shown on the following pages the books of account kept 
by the Martin Manufacturing Company, together with the work 
sheets and the statements prepared from these accounts, for the year 
ended December 31, 1949. It will be observed that the books of the 
Martin Manufacturing Company are presented simply as examples 
of a particular routine, and that the books of account used by some 
other business unit might well differ in many particulars. 

RECORDS FOR SALES The Martin Manufacturing Company sells 
AND CASH RECEIPTS merchandise for cash and on account, and 
is required to make a charge on each sale for state sales tax. The sales 
journal for December when summarized at the end of the month 
appears as shown on page 56. 

Copies of the invoices or tickets for sales on account are assembled 
and totaled daily, and such totals are entered in the sales joimnal. 
These invoices or tickets are also used as a basis for daily charges to 
the individual customers’ accounts in an accounts receivable sub- 
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Sales Journal 


Cash 

Dr. 

Accounts 

Receivable 

Dr. 

Date 

Explanation 

Sales 
Cr. j 

State Sales 
Tax Payable 
Cr. 


:___— 







816.00 

31 

Sales on account for day. 

800 00 1 

16.00 

245.00 


31 

Cash sales for day. 

240.00 : 

5.00 

8,150.00 

24,500.00 



32,000.00 

650.00 

(V) j 

(5) 



(70) 

(55) 

1 


sidiary ledger. Cash sales for each day are also entered in total, the 
sales journal thus providing a cumulative record of total sales. While 
total receipts from customers or charges to them for the day are re¬ 
ported in the cash and accounts receivable debit columns, that part 
of the total representing the merchandise sales price is shown in the 
sales credit column, and the balance representing the addition to sales 
for sales tax payable to the state is summarized separately in the state 
sales tax payable credit column. 

A sales returns and allowances journal for December appears as 
follows: 


Sales Retiirns and Allowances Journal 


Date 

Explanation 

Accounts 

Receivable 

Cr. 

Sales 

Returns and 
Allowances 
Dr. 

State 
Sales Tax 
Payable 
Dr. 







31 

Sales returns and allowances for day. 

51 00 

50 00 

1.00 

490.00 

480.00 

10 00 

(5) 

(71) 

(55) 


Copies of the credit memorandums made out for sales returns and 
allowances are assembled and totaled daily, and such totals are entered 
in the sales returns and allowances journal. The total reduction in 
claims for the day is reported in the accounts receivable credit column. 
That part of the total representing the reduction in the sales price is 
shown in the sales returns and allowances debit column, and the bal¬ 
ance representing the sales tax cancellation on the return or allowance 
is entered in the state sales tax payable debit column. Credits to the 
customers’ accounts in the accounts receivable subsidiary ledger are 
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made daily from copies of the sales returns and allowances credit 
memorandums. 

The Martin Manufacturing Company deposits all cash receipts 
in the bank daily. A record of cash receipts is maintained as follows: 


CASH RECEIPTS JOURNAL 


Cash 

(First 

National 

Bank) 

Dr. 

Salks 

Discounts 

Dr. 

Date 

Account 

Credited 

Explanation 

L. 

P. 

Sundry 

Cr. 

Sales 

Cr. 

Accounts 

IIbceiyadle 

Cr. 


1 



-- 

■HI 





10,000.00 

1,060.00 

245.00 

10.00 

31 

31 

31 

Notes Payable 
.Accounts Receivable 
Sales 

Collections on account for day. 
Cash sales for day. 

50 

10,000.00 

245.00 

1,060.00 

47,810.no 

2G0 (M) 





16,570.00 

8,150.00 

23,350.00 

r2i 

(1)^” 





(V) 

"~(V~ 

(5) 


Remittances on account for each day are listed and summarized, 
and the totals are entered in the cash receipts journal. The total cash 
received is shown in the cash debit column; the sales discount, in the 
sales discounts debit column; and the reduction in customers’ accounts 
resulting from remittances, in the accounts receivable credit column. 
The lists of remittances are also used as a basis for daily credits to the 
individual customers’ accounts in the accounts receivable subsidiary 
ledger. 

Receipts from cash sales are entered in the cash receipts journal 
in total each day, cash sales being summarized in the sales credit 
column. 

All receipts other than the two classes mentioned are entered 
separately, the name of the account to be credited being individually 
indicated and the amount of the credit reported in the sundry credit 
column. All cash receipts for the period are thus summarized in the 
c^h receipts journal. 

Sundry credits for December of $16,570 resulting from cash re¬ 
ceipts are composed of the following items, the first two items rep¬ 
resenting transactions completed prior to December 31 and thus not 
shown in the partial record above: 

Notes Receivable (collection of note from customer together 


with accrued interest).$ 6,600 

Interest Income . 70 

Notes Payable (cash borrowed from bank upon issuance 

of interest-bearing note). 10,000 


$16,67*0 
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POSTING FROM At the end of the month the individual 

jouMALS columns of the special journals are totaled. 

Since cash sales are recorded in both the 
sales journal and the cash receipts journal, posting to the ledger from 
both sources would result in a double record of such sales. To avoid 
such duplication, no posting is made from the cash debit column in 
the sales journal and from the sales credit column in the cash receipts 
journal. Individual items in the sundry credit column of the cash receipts 
journal are posted to the accounts in the ledger as named; the detailed 
postings thus account for the total shown. In posting columnar totals, 
the ledger account number to which the posting is made is reported 
immediately beneath each total; where columnar totals are not to be 
posted, a check mark is made. Where individual items within a column 
are separately posted, the separate ledger account numbers to which 
postings are made are shown in a ledger page column. Postings from 
the journals illustrated result in the following charges and credits: 


From the sales journal: Dh. Cr. 


Sales Accounts Receivable. 24,500 

JovTJial: Sales. 32,000 

Sales Tax Payable. 660 

Sales Returns Sales Returns and Allowances . 480 

and Allowances State Sales Tax Payable. 10 

Journal: Accounts Receivable. 490 

Cash Cash. 47,810 

Receipts Sales Discounts. 260 

Journal: Notes Receivable. 6,500 

Interest Income . 70 

Notes Payable. 10,000 

Accounts Receivable. 23,350 


VOUCHER 








Paid 




VrHR. 

Datk 

Namb 

DlSaCRIPTION 

Date o’-' 

Terms 

— 

— 

Accounts 

Haw Mat’l 

FliKIOHT 

No. 






Daie 

(’hk. 

Payahle 

PUHCHABKB 

In 





Invoice j 



No. 

(’ll. 

Dll. 

Dr. 

- ' --i 

—_ _ 

— 



.. 






5154 

31 

J. Harvey | 

Note and interest 



12/31 

4207 

8,120 



5155 

31 

Payroll 

Columbia G. iS: E. 




12/31 

4208 

5,100 



5156 

31 

Factory power 

12/25 

30 days 



1 1,700 



5157 

31 

Jackson Hardware 

Tools 

12/30 

2/10, n/30 
2'10, n'60 



300 



5158 

31 

Williams Supply 

Raw materials 

12 '31 



1,200 

1,200 


5159 

31 

Petty (^aah 

Replenish fund 



12/31 

4210 

160 





1 






39,170 

6,800 

400 

j 


1 

t 

i 

i 



1 

(51) 

(72) 

(73) 
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The debit to the accounts receivable account made at the end of 
the month from the sales journal should agree with the sum of the 
individual debits to the subsidiary accounts made from business 
papers during the month; the credits to the accounts receivable 
account at the end of the month from the sales returns and allowances 
and cash receipts journals should agree with the sum of the individual 
credits made from business records during the month. The balance 
in the accounts receivable controlling account, after postings from 
the journals at the end of the month, is compared with the sum of the 
account balances in the accounts receivable ledger in checking upon 
the accuracy of the controlling account balance and the supporting 
detail in the subsidiary ledger. 


RECORDS FOR The Martin Manufacturing Company con- 

^trols purchases and cash disbursements by 

CASH PAYMENTS * tt i 

means of a voucher system. Vouchers are 
prepared for all transactions requiring a disbursement. Vouchers are 
thus prepared not only in support of payments to be made on pur- 
c'hases of merchandise and services on account, but also for cash pur¬ 
chases, the retirement of debt, replenishment of petty cash funds, 
payrolls, dividends, etc. Vouchers, together with related business 
papers in support of such vouchers, are submitted to the appropriate 
officer for approval. Upon such approval, the vouchers are entered 
in the voucher register, which serves as the book of original entry for 
this class of transactions. Vouchers, together with supporting papers, 
are then placed in an unpaid vouchers file. Individual amounts owed 
need not be posted to a separate accounts payable ledger, the unpaid 
voucher file serving as a subsidiary ledger. The voucher register 
appears across the double page below. 


RtXSISTKR 


Payroll 

Du. 

Factory 

Supplies 

Dk. 

Misc. 

Factory 

Expense 

Dr, 

Advkr- 

TISIN<! 

Dk. 

Misc. 

Selling 

Expense 

Dr. 

Mirc. 

Del. 

Expense 

Dr. 

Office 

Supplies 

Dr. 

Misc. 

Gen. 

Expense 

Dk. 

.\mt. 

L. 

P. 

Sundry Drs. 

Name of Account 




_ 










5,100 


20 

1 

1 

60 


80 


8,00() 

12(' 

1,700 

300 

(50) 

(97) 

(79) 

(31) 

Notes Pliable 

Interest Expense — Other 

Factory Heat, Light A Power 
Tools 

15,850 

400 

300 

800 


180 

750 

220 

13,570 



Posted to ac¬ 
counts as indi¬ 
cated by pay¬ 
roll distribu¬ 
tion 

(46) 

(81) 

(83) 

1 

(84) 

1 

(86) 

(47) 

1 

'TTT 

i 

i 














60 


INTERMEDIATE ACCOUNTING 


[Ch. 3 


The voucher register summarizes the charges reported by the 
vouchers and accumulates the credit to accounts payable. The dif¬ 
ferent charges are classified by means of the separate debit columns. 
Where a separate column is not provided for a certain charge, such 
charge is shown in the sundry debit column where the account affected 
can be named. Sundry debits for December total $13,570 and are 
composed of the following items, the first four items representing 
vouchers recorded prior to December 31 and thus not shown in the 
partial record above: 


Withholding Taxes Payable (November).. $ 2,000 

State Sales Tax Payable (November). 720 

Prepaid Insurance. 250 

Building Maintenance and Repair. 480 

Notes Payable. 8,000 

Interest Expense — Other. 120 

Factory Heat, Light, and Power. 1,700 

Tools. 300 


$13,570 


A separate payroll record is maintained for the accumulation of 
payroll information. This supplementary record provides the data 
in support of the voucher to record the payroll, and also indicates the 
various payroll deductions to be made upon drawing the checks in 
pa 5 mient of the payroll. The payroll record for the Martin Manufactur¬ 
ing Company for the week ended December 31 appears across the 
double page below. 

The payroll record provides the basis for the payroll entry in 
the voucher register on December 31. An analysis of the weekly pay¬ 
rolls for the month of December shows the following charges in sup¬ 
port of the $15,850 total reported in the voucher register for the month: 


PAYKOIX RKOORl) 




'Pwwn 




Deductions 

Name 

No. 

i All 

Aiuimo 

Reodlar 

Rate 

('OMMIRSIONB 

Earned 

Total 

Earned 

Income 

Tax 

WlTH- 

HOLDINO 



Rkgulak 

Overtime 

Federal 

Old 

Aqe 

Other 


— 


—— 

1 . _ __ 







John Vernon 

16 



$80/wk. 

26.00 

86.00 

13.60 

.86 


A. C. WesW 

17 



$60/wk. 

14.00 

74.00 

11.40 

.74 


Arthur A. Wirtz 

18 

40 

14 

$1.20/hr. 


73.20 

7.00 

.73 








5,100 00 

720.00 

36.00 
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Direct Labor. $ 7,300 

Indirect Labor. 1,800 

Factory Superintendence. 1,600 

Sales Salaries and Commissions. 2,100 

Delivery Salaries. 750 

Officers Salaries. 1,400 

Office Salaries. 900 


$15,850 


The Martin Manufacturing Co. makes all cash disbursements by 
means of checks, with the exception of relatively small payments that 
are made more conveniently by means of a separate petty cash fund. 
Checks are written only when authorized by voucher. They are re¬ 
corded in a check register, and this record, together with the cash re¬ 
ceipts journal, is used to verify the company’s cash balance as re¬ 
ported by the bank monthly. The check register for December appears 
as follows: 


CHECK REGISTER 


Date 

Payee 

Check 

No. 

VOLCHKR 

No. 

.... 

AcCOUNTfl 

Payable 

Dr. 

Purchases 

Discounts 

Cr. 

Withholding 
Taxes Payable 
Or. 

Federal Old-Age 
Taxes Payable 
Cr. 

Cash (First 
Nat’l. Bank) 
Cr. 





_ _ 

__ 





31 

J. Harvey 

4207 

5154 

8,120 




8.120 

31 

Payroll 

4208 

5154 

5,100 


720 

36 

4,344 

31 

R. A. Westmore 

4209 

5006 

2,000 

20 



1,080 

31 

Petty Cash 

4210 

5169 

160 




160 





36,470 

160 

2,200 

100 

34,010 



i 


(51) 

(90) 

(54) 

(52) 

(2) 


Checks written in payment of vouchers result in a charge to ac¬ 
counts payable in the check register; charges to the various assets, 
liabilities, or expense accounts are not required here, having been re¬ 
corded when the payable was recognized in the voucher register. In 


FOR WEEK OF DECEMBER 26-31 


Net 

Amount 

Paid 




Account Charged 



Check 

No. 

Direct 

Labor 

Indirect 

Labor 

Factory 

Superin¬ 

tendence 

Sales 

Salaries 

AND 

(''OMMISSIONS 

Delivery 

Salaries 

Officers 

Salaries 

Office 

Salaries 


71.54 

61.86 

65.47 

4208-16 

4208-17 

4208-18 

42.00 

31.20 


86.00 

74.00 




4,344 00 


1,640.00 

360.00 

800.00 

515.00 

160.00 

1,400.00 

225.00 
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recording the payment of vouchers, the gross amount of the voucher 
that is canceled is reported in the accounts payable debit column. 
Reductions in the payment representing purchases discount and em¬ 
ployees’ withholdings and taxes are shown in separate credit columns, 
and the net amount of the check written in payment of the voucher 
is reported in the cash credit column. Payroll deductions are deter¬ 
mined from the payroll records. 

As checks are issued, vouchers are shown as paid in the voucher 
register by a notation in the paid column giving the date of payment 
and the check number. Paid vouchers are removed from the unpaid 
vouchers file, marked “paid,” and filed in a separate paid file. 


POSTING FROM At the end of the month the individual 

and^hkk'^mgIster columns of the voucher register and the 

check register are totaled. In posting to the 
ledger from the voucher register. Accounts Payable is credited for the 
total vouchers issued, and the appropriate accounts are debited for 
the total charges as indicated. Debit totals are transferred to the 
ledger accounts named in the columnar headings, with the exception 
of the payroll and sundry classifications. The detailed payroll charges 
as summarized from the payroll records for the month are posted to 
the ledger, thus accounting for the payroll total reported in the reg¬ 
ister. The individual items in the sundry column are posted to the 
accounts in the ledger as named, thus accounting for the sundry total. 

In posting to the ledger from the check register. Accounts Payable 
is debited for the total vouchers paid, and the purchases discounts, 
withholding taxes payable. Federal old-age taxes payable, and cash 
accounts are credited for the totals as indicated. 


The balance of the accounts payable account after the credit for 
total vouchers issued, posted from the voucher register, and the charges 
for vouchers paid or canceled, posted from the check register and 
general journal, should be equal to the sum of the unpaid vouchers 
as shown in the voucher register, as well as the vouchers that remain 
in the unpaid voucher file. Such a check on the accuracy of the ac¬ 
counts payable balance and the subsidiary detail is made at the end 
of each month. 


THE GENERAL The general journal shows current transac- 

JOURNAL RECORD tions and corrections that cannot be recorded 

conveniently in the special books of original entry, and also the adjust¬ 
ing, closing, and reversing entries. The Martin Manufacturing Com¬ 
pany maintains a three-column general journal form, a detail column 
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being provided for individual charges or credits to accounts in sub¬ 
sidiary records, and debit and credit columns for data affecting the 
general ledger accounts. The general journal entries for the month 
of December appear as follows: 


General Journal 


Date 

Account Titles and Explanation 

L. 

P. 

Detail 

Debits 

Credits 

1949 

Dec. 

1 

1 

Notes Receivable 

Accounts Receivable 

H. A. Malley 

Note received on account. 

3 

5 

AR 

6,000.00 

6,000.00 

6,000.00 


5 

Notes Receivable Discounted 

Notes Receivable , 

Notes receivable discounted paid by! 
makers, canceling contingent liability.’ 

4 

3 


4,500.00 

4,500.00 


12 

Reserve for Bad Debts i 

Accounts Receivable I 

Arthur R. Jordan ' 

Bad account written off against re-j 
serve. 

6 

4 

AR 

120.00 

120.00 

120.00 


22 

Accounts Payable 

Rodger L. Welson 

Raw Materials Returns and Allowances 
Material purchases returned. 

51 

AP 

74 

200.00 

200.00 

200.00 


31 

Taxes i 

Federal Old-Age Taxes Payable 

To record employer’s Federal old-age 
tax liability for December. 

1 80 
52 


100.00 

100.00 


31 

Taxes 

State Unemployment Taxes Payable 

To record employer’s state unemploy¬ 
ment tax liability for December. 

80 

56 

j 


270.00 

270.00 


31 

Taxes 

Federal Unemployment Taxes Payable 
To record employer’s Federal unem¬ 
ployment tax liability for December. 

' 80 

i 53 

1 

1 

1 

30.00 

30.00 


POSTING; PREPARATION Data in the journals are transferred to the 
OF TRIAL BALANCE accounts in the ledger at the end of De¬ 
cember, and a trial balance is then taken. In order to conserve space 
here, the complete ledger of the Martin Manufacturing Company is 
not reproduced. Instead, the information that would appear in the 
ledger has been summarized in tabular form on the next page. The 
tabulation shows: (1) the trial balance of the Martin Manufacturing 
Company taken from its ledger of November 30, (2) a summary of the 
transactions for December, (3) a trial balance for December 31 formed 
by combining the trial balance of November 30 with the transactions 
for December. 
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Trial Balanci 

Transactions 

Trial Balance 


Novembrk 30, 1049 

Dkcbmbrr, 1949 

December 31, 1949 






Dr. Cr. 

Dr. Cr. 

Dr. Cr. 

Caih on Hand 

200 


200 

Cash in Bank 

28,110 

(CR) 47,810 (CP) .34,010 

41,910 

Notes Receivable 

21,000 

(J1 6,000 (CR) 6,500 

(J) 4,500 

16,000 

Notes Receivable Discounted 

14,500 

(J) 4,500 

10,000 

Accounts Receivable 

57,460 

i 

(S) 24,500 (SR) 490 

(CR) 23,350 
(J) 6,000 

(J1 120 

52,000 

Reserve for Bad Debts 

730 1 

(J) 120 

610 

Finished (loods Inventory 

36,000 


36,000 

Goods in Proeess Inventory 

21,000 


21,000 

Raw Materials Inventory 

17,000 


17,000 

Burton Co. Coiunion Stock 

24,300 


24,300 

Tools 

9,700 

(VR) 300 

10,000 

Delivery Equipment 

8,000 


8,000 

Reserve for Depreciation of Delivery Equipment 

3,600 


3,600 

Office Furniture and Fixtures 

Reserve for Depreciation of Office Furniture and 

5,000 


5,000 

Fixtures 

1,600 


1,600 

Machinery and Equipment 

Reserve for Depreciation of Machinery and 

64.000 


64,(K)0 

Etnuipment 

Builaings 

9,300 

42,500 


9,300 

42,500 

Reserve for Depreciation of Buildiniis 

6,800 


6,800 

Land 

40,000 


40,000 

Patents 

6,500 


6,500 

Goodwill 

40,000 


40,000 

Factory Sui)plie8 

5,100 

(VR) 400 

5,500 

Office Supplies 1 

2,050 

(VR) 750 

2,800 

Prepaid Insurance 

4.750 

(VR) 250 

5,000 

Notes Payable 

18,000 

(VR) 8,000 (CR) 10,000 

20,000 

Accounts Payable 

25,110 

f(CP) 36,470 (VR) 39,470 

UJ) 200 

27,910 

Federal Old-Age Taxes Payable 

520 

f(CP) 100 
\(J) 100 

720 

Federal Unemployment Taxes Payable 

i 250 

(J) 30 

280 

Withholding^Taxes Payable 

2,000 

(VRl 2,000 (OP) 2,200 

2,200 

State Sales Tax Payable 

1 720 

r(VR) 720 (S) 650 

\{SR) 10 

640 

State Unemployment Taxes Payable 

530 

(J) 270 

800 

6% First Mortgage Bonds 

100,000 


100,000 

6% Preferred Stork 

50,000 


50,000 

Common Stock 

150,000 


150,000 

Treasury Sto-jk 

30,000 


30,000 

Premium on Preferred Stock 

2,000 


2,000 

Earned Surpiu.s 

50.450 


50,450 

Sales ' 

333,000 

(S) 32,000 

365,000 

Sales Returns and Allowances 

4,520 

(SR) 480 

6,000 

Raw Materials Purchases 

78,600 

(VR) 6,800 

85.400 

Freight In 

4,300 

(VR) 400 

4,700 

Raw Materials Returns and Allowances 

1,900 

(J) 200 

2,100 

Direct Labor 

68,900 

(VR) 7,300 

76,200 

Indirect Labor 

20,800 

(VR) 1,800 

22,600 

Factory Superintendence 

18,400 

(VR) 1,600 

20,000 

Building Maintenance and Repair 

2,520 

(VR) 480 

3,000 

Factory Heat, Light, and Power 

18,780 

(VR) 1,700 

20,480 

Taxes 

16,000 

f(J) 100 

(J) 270 

l(J) 30 

16,400 

Miscellaneous Factory Expense 

3,000 

(VR) 300 

3,300 

Sales Salaries and (>)minission8 j 

21,900 

(VR) 2,100 

24,000 

Advertising 

7,300 

(VR) 800 

8,100 

Miscellaneous Selling Expense 

2,000 

(VR) 200 

2,200 

Delivery Salaries 

8.250 

(VR) 750 

9,000 

Miscellaneous Delivery Expense 

1,920 

(VR) 180 

2,100 

Officers' Salaries 

14,600 

(VR) 1,400 

16,000 

Office Salaries 

9,100 

(VR) 900 

10,000 

Miscellaneous General Expense 

2,080 

(VR) 220 

2,300 

Purchases Discounts 

2,020 

(CP) 160 

2,180 

Interest Income 

630 

(CR) 70 

700 

Dividend Income 

300 


300 

Sales Discounts 

2,840 

(CR) 260 

3,100 

Interest Expense — Bonds 

5,000 

5,000 

Interest Expense — Other 

480 

(VR) 120 

600 


773,960 773,960 

160,220 160,220 

807,190 807,190 
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The letters in the parentheses preceding each amount in the trans¬ 
actions columns of the tabulation refer to the books of original entry 
on the previous pages from which the information was obtained. The 
identification letters used follow: VR, Voucher Register; CR, Cash 
Receipts Journal; CP, Check Register (Cash Payments); S, Sales 
Journal; P, Purchases Journal; SR, Sales Returns and Allowances 
Journal; and J, General Journal. These are the letters that are cus¬ 
tomarily used in the ledger to indicate the sources of information posted 
to the accounts. 

COMPILATION OF In considering the adjustments to be applied 
ADJUSTING DATA in the preparation of the 

statements at the end of 1949, it is found that the accounts do not 
reflect the following information 

(1) A dividend of $1.50 per share, payable January 15 to stockholders of 
record December 31, has been declared on Burton Co. common stock. The 
Martin Manufacturing Company owns 200 shares of Burton Co. common 
stock as a permanent investment. 

(2) Dividends on the Martin Manufacturing Company’s stock have 
been declared and are payable on January 10 to stockholders of record Decem¬ 
ber 26 as follows; 

Regular quarterly dividend of $1.50 on 500 shares of 6% preferred 
stock outstanding, par $100. 

Forty cents per share on 6,000 shares of common stock outstanding, 
par $20 (7,500 shares of stock were originally issued, 1,500 shares 
being reacquired and held as treasury stock.) 

The following adjusting data as of December 31, 1949, were com¬ 
piled upon thorough examination of the company's books and records: 

Physical Inventories: 

(6) Finished Goods Inventory, $49,000. 

(7) Goods in Process Inventory, $28,000. 

(8) Raw Materials Inventory, $20,000. 

(9) Factory Supplies, $1,200. 

(10) Office Supplies, $700. 

Bad Debts: 

(11) The reserve for bad debts is to be increased by | of 1% of net sales. 

Depreciation and amortization: 

(12) Tools on hand are valued at $7,500. 

(13) Delivery equipment depreciation, 20% a year. 

(14) Office furniture and fixtures depreciation, 10% a year. 

(15) Machinery and equipment depreciation, 5% a year. 

(16) Buildings depreciation, 4% a year. 

(17) Patents are to be reduced by $500, the amortization^ for the year. 

^The adjusting data are numbered to correspond to the numbers given the*«djust- 
ments on the work sheet on pages 66 to 69. Numbers (3), (4), and (6) do not appear 
in this list because adjustments (3), (4), and (5) on the work sheet do not require 
additional data. 



MARTIN MANUFAC- 
WORK 


December 


Name of Account 

Trial Balance 

Adjustments 


Dr. 

Cii. 

Dr. 

Cr. 

Cash on Hand 

Cash in Bank 

Notes Receivable 

Notes Receivable Discounted 

Accounts Receivable 

200 

41,910 

16,000 

52,000 

10,000 

Reserve for Bad Debts 


610 

ai) 

1,800 

Finished Goods Inventory 

36,000 

(6) 

49,000 (3) 

36,000 

Goods in Process Inventory 

21,000 

(7) 

28,000 (4) 

21,000 

Raw Materials Inventory 

17,000 

(8) 

20,000 (5) 

17,000 

Burton Co. Common Stock 

24,300 




Tools 

10,000 


(12) 

2,500 

Delivery Equipment 

8,000 




Reserve for Depr. of Delivery Equip. 


3,600 

(13) 

1,600 

Office Furniture and Fixtures 

5,000 




Reserve for Depr. of Office Furniture 





and Fixtures 


1,600 

(14) 

500 

Machinery and Equipment 

64,000 




Reserve for Depr. of Mach, and 


9,300 

(15) 

3,200 

Buildings 

42,500 




Reserve for Depr. of Buildings 


6,800 

fI6) 

1,700 

Land 

40,000 




Patents 

6,500 


(17) 

500 

Goodwill 

40,000 




Factory Supplies 

5,500 


(9) 

4,300 

Office Supplies 

2,800 


(10) 

2,100 

Prepaid Insurance 

5,000 


(21) 

2,400 

Notes Payable 


20,000 



Accounts Payable 


27,910 



Federal Old-Age Taxes Payable 


720 



Federal Unemployment Taxes Payable 


280 



Withholding Taxes Payable 


2,200 



State Sales Tax Payable 


640 



State Unemployment Taxes Payable 


800 



6% First Mortgage Bonds 


100,000 



6% Preferred Stock 


50,000 



Common Stock 


J_5(),(^0__ 



Treasury Stock, Common 

30,000 




Premium on Preferred Stock 


2,000 



Earned Surplus 


50,450 (2) 

3,150 


Sales 


365,000 



Sales Returns and Allowances 

5,000 




Raw Material Purchases 

85,400 




Freight In 

4,700 




Raw Mat. Returns and Allowances 


2,100 



Direct Labor 

76,200 

(18) 

1,400 


Indirect Labor 

22,600 

(18) 

_300 


Factory Superintendence 

""20,000 




Building Maintenance and Repairs 

3,000 




Factory Heat, Light, and Power 

20,480 




Taxes 

16,400 




Miscellaneous Factory Expense 

3,300 




Sales Salaries and Commissions 

“24,000 

W)' 

400 


Advertising 

8,100 




Miscellaneous Selling Expense 

2,200 




Delivery Salaries 

9,000 

(18) 

200 
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TURING COMPANY 

Sheet 

31,1949 


Manufacturing 

Schedule 

Statement op 

Profit and Loss 

Balance Sheet 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 





200 

41,910 

16,000 

52,000 

10,000 





49,000 

28,000 

20,000 

24,300 

2,410 





7,500 

8,000 

5,000 

5,200 






2,100 





64,000 

42,500 

40,000 

12,500 

8,500 








1 






1 

1 

i 

i 

! 

1 



640 

800 

100,000 

50,000 

150,000 



! 

I 

! 5,000 

365,000 

30,000 

2,000 

47,300 

85,400 

4,700 

77,600 

22,900 








450 

2,460 







i 
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Work Sheet (Continued) 


Name of Account 

Trial Balance 

Adjustments 

Dr. 

Cr. 

Dr. 

Cr. 

Miscellaneous Delivery Expense 

2,100 






Officers' Salaries 

16,000 






Office Salaries 

10,000 






Miscellaneous General Expense 

2,300 






Purchases Discount 


2,180 





Interest Income 


700 

(24) 

100 

(23)' 

200 

Dividend Income 


300 



(1) 

300 

Sales Discount 

3,100 






Interest Expense — Bonds 

5,000 


(19) 

1,000 



Interest Expense — Other 

600 


(20) 

600 

(22) 

300 


807,190 

807,190 





Dividends Receivable 



(1) 

300 

— 

— 

Dividends Payable on Preferred Stock 





(2) 

750 

Dividends Payable on Common Stock 





(2) 

2,400 

Profit and Loss 



(3) 

36,000 

(6) 

49,000 

Manufacturing 



f(4) 

21,000 

(7) 

28,000 




\(5) 

17,000 

(8) 

20,000 

Factory Supplies Used 



(9) 

4,300 



Office Supplies Used 

“ 'j 


(10) 

2,100 



Loss from Bad Debts 



(11) 

1,800 



Tools Expense 

i 


(12) 

2,500 



Depreciation of Delivery Equipment 

i 


(13) 

1,600 



Depr. of Office Furniture and Fixtures 



(14) 

500 



Depreciation of Machinery and Equip. 



(15) 

3,200 



Depreciation of Buildings 



(16) 

1,700 



Patents Expense 



(17) 

500 



Accrued Salaries and Wages 





(18) 

2,300 

Accrued Interest on Bonds Payable 





(19) 

1,000 

Accrued Interest on Notes Payable 





(20) 

600 

Expired Insurance 



(21) 

2,400 



Deferred Interest on Notes Payable 



(22) 

300 



Accrued Interest on Notes Receivable 



(23) 

200 



Unearned Interest on Notes Receivable 





(24) 

Too 




199,550 

199,550 

Cost of Goods Manufactured 







Estimated Income Taxes Payable 







Net Income after Provision for Income 

Taxes 







Accrued Expenses: 

(18) Salaries and wages: 

Direct Labor $1,400 

Indirect Labor 300 

Sales Salaries and Commissions 400 

Delivery Salaries 200 


(19) Interest accrued on bonds payable, $1,000. 

(20) Interest accrued on notes payable, $600. 
Deferred Expenses: 

(21) Prepaid insurance, $2,600. 

(22) Deferred interest on notes payable, $300. 
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Manufacturing 

Schedule 

Statement op 

Profit and Loss 

Balance Sheet 

Dr . 

Cr . 

Dr . 

Cr . 

Dr . 

Cr . 

1 

1 


2,100 

16,000 

10,000 

2,300 

2,180 




i 

3,100 

6,000 

900 

800 

600 



21,000 

17,000 

28,000 

20,000 

36,000 

49,000 

300 

750 

2,400 

4,300 

2,500 


2,100 

1,800 

1,600 

j 



3,200 

1,445 

500 


500 

255 


i 

! 

2,300 

2,040 


360 


300 

_ 2^0 I 

1,000 

600 






1 100 

302,855 

50,100 






252,755 

252,755 




302,855 

302,855 







387,580 
( 25 ) 12,000 

18,000 

417,580 

479,710 

449,710 

12,000 

18,000 



417,580 

417,580 

479,710 

479,710 


Accrued Income: 

(23) Accrued interest on notes receivable, $200. 

Dejerred Income: 

(24) Unearned interest on notes receivable, $100. 

Provision for Income Taxes: 

(25) Provision is to be made for Federal and state income taxes at 40% 
of earnings. 
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Building expenses, expired insurance, and taxes are to be dis¬ 
tributed as follows: to manufacturing operations, 85%; to general 
and administrative operations, 15%. 

Earned surplus of the company was $52,700 on January 1, 1949, 
and has been affected only by dividends declared on preferred stock 
prior to recording the foregoing data. 

PREPARATION OF The next step in the accounting process is 

THE WORK SHEET combine the adjusting data with the in¬ 

formation on the trial balance in order to bring the accounts up to date. 
Ordinarily this is done and the accounting statements are developed 
through the preparation of a work sheet. In the construction of the 
work sheet, trial balance data are listed in the first two money columns. 
The adjusting entries are listed in the second pair of columns. Some¬ 
times a third pair of columns is included to show the trial balance 
after adjustment. Account balances as adjusted are carried to the 
appropriate statement columns and serve as the basis for the prep¬ 
aration of the accounting statements. A work sheet for a manufactur¬ 
ing concern usually includes a pair of columns for (a) the manufactur¬ 
ing schedule, (b) the statement of profit and loss, and (c) the balance 
sheet. For a trading concern, a similar work-sheet form would be used, 
except that there would be no need for manufacturing columns. 

The work sheet for the Martin Manufacturing Co. is shown on 
pages 66 to 69. 

The adjustments to the inventory accounts should be particularly 
noted. Items (4) and (5) are entered as debits to Manufacturing and 
as credits to Goods in Process Inventory and Raw Materials Inventory 
respectively. The purpose of these entries is to transfer the beginning 
inventory costs to the manufacturing account. 

Entries (7) and (8) are debits to Goods in Process Inventory and 
Raw Materials Inventory respectively and credits to Manufacturing. 
The purpose of these entries is to record the goods in process and 
raw material inventories at the end of the fiscal period and to reduce 
manufacturing costs by the ending inventories. 

Both the debit and credit amounts in the manufacturing account 
are carried to the manufacturing schedule columns. This is done in 
order that the manufacturing columns may include all the information 
that is required in preparing the schedule of cost of goods manu¬ 
factured. 

Adjustment (3) is a debit to Profit and Loss and a credit to Fin¬ 
ished Goods Inventory, while adjustment (6) is a debit to Finished 
Goods Inventory and a credit to Profit and Loss. Entry (3) transfers 
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the beginning inventory of finished goods to the profit and loss ac¬ 
count, while entry (6) records the ending inventory of finished goods 
and reports this item as a deduction from costs. 

In carrying the profit and loss adjustments to the statement of 
profit and loss columns, both debit and credit amounts are shown. 
This is done so that the statement of profit and loss columns may show 
all the information that is required in the development of the cost of 
goods sold section of the statement of profit and loss. 

A number of different methods may be used in recording inventory 
data on the work sheet. A simple procedure would be the following: 


Naiik of Account 

Trial Balance 

Adjustments 

Manufactukinq 

Schedule 

Statement 

OF Profit 

AND Loss 

Balance 

Sheet 


Dr. I 

('ll. 

Dll. 

('R. 

Du. 

Cii. 

Dr. 

C^R. 

Dr. 

Cr. 

Finished Goods Inventory 1/1,19— 
Goods in Process Inventory 1 / ]. 19— 
Raw Materials Inventory 1 G, 19— 

? 6,000 
21,000 
17,000 




21,000 

17,000 


36,000 


1 




In the foregoing example, beginning inventories are transferred 
to the manufacturing and profit and loss columns, and ending inven¬ 
tories are reported directly as assets in the balance sheet columns and 
as credits in the manufacturing and profit and loss columns without 
their prior inclusion in the adjustment columns. While this method 
and similar other procedures for recording adjustments directly in the 
statement columns are acceptable, adjustments are still required in 
the journal and in the ledger to bring accounts up to date and to 
transfer profit and loss data to the appropriate summary account. 
Normally it is desirable to assemble all adjusting data and to summarize 
this data in informal journal form in support of the information to be 
recorded on the working papers and later in the journal. When this 
procedure is followed, it may prove convenient to record these entries 
in the same form in the adjusting columns of the work sheet as was 
illustrated on pages 66 and 68 even though this involves more detail 
than a direct method of reporting adjusting data as illustrated above. 

The building maintenance and repairs account is shown on the 
trial balance at $3,000. Of this amount, 85 per cent, or $2,550, is 
entered in the manufacturing schedule columns and 15 per cent, or 
$450, is entered in the statement of profit and loss columns. The 
percentage used in the distribution of the charges resulted from an 
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analysis of expenses during the course of the fiscal period. The 
charges for taxes, depreciation of buildings, and expired insurance are 
similarly distributed on the work sheet. 


PREPARATION OF Balance Sheet. The balance sheet of the 

^iVTCMENT^ Martin Manufacturing Company, shown 

across the double page below, is prepared 
from the balance sheet columns of the work sheet. All of the items are 
listed in the balance sheet columns of the work sheet, with the ex- 


MARTIN MANUFACTURING 
Balance 


December 


Assets 

Current Assets: 

Cash on Hand and in Bank 

Accrued Interest on Notes Receivable 
Dividends Receivable 

Notes Receivable 

Less Notes Receivable Discounted 

16,000 

10,000 

42,110 

200 

300 

6,000 


Accounts Receivable 

Less Reserve for Bad Debts 


52,000 

2,410 

49,590 


Inventories: 

Finished Goods Inventory 

Goods in Process Inventory 

Raw Materials Inventory 


49,000 

28,000 

20,000 

97,000 


Total Current Assets 

Investments: 

Burton Co. Common Stock 

Plant and Equipment: 

Cost 

Reserve 


195,200 

24,300 

Tools 

Delivery Equipment 

Office Furniture and Fixtures 
Machinery and Equipment 

Buildings 

Land 

7,500 

8,000 

5,000 

64,000 

42,500 

40,000 

5,200 

2,100 

12,500 

8,500 

7,500 

2,800 

2,900 

51,500 

34,000 

40,000 


Total Plant and Equipment 

167,000 

28,300 


138,700 

Intangible Assets: 

Patents 

Goodwill 



' 6,000 
40,000 


Total Intangible Assets 

Deferred Charges: 

Factory Supplies 

Office Supplies 

Prepaid Insurance 

Deferred Interest on Notes Payable 



1,200 

700 

2,600 

300 

46,000 

Total Deferred Charges 




4,800 

Total Assets 




409,000 
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ception of the earned surplus. Earned surplus as shown on the bal¬ 
ance sheet is composed of earned surplus that is carried over from 
the trial balance columns plus the net income after provision has 
been made for income taxes. The net income after .income taxes is 
shown at the bottom of the work sheet as a balancing item for the 
statement of profit and loss columns and balance sheet columns. 
Where extraordinary gains or losses are reported in the profit and loss 
columns, the balancing item after taxes would be designated “net 
surplus increase for period.” 


COMPANY — EXHIBIT A 

Sheet 

31, 1949 


Liabilities and Net Worth 

Current Liabilities: 

Notes Payable 

Accounts Payable 

Estimated Income Taxes Payable 

Federal Old-Age Taxes Payable 

Federal Unemployment Taxes Payable 
Withholding Taxes Payable 

State Sales Tax Payable 

State Unemployment Taxes Payable 

Accrued Salaries and Wages 

Accrued Interest on Bonds Payable 

Acirued Interest on Notes Payable 

Dividends Payable on Preferred Stock 
Dividends Payable on Common Stock 

20,000 

27,910 

12,000 

720 

280 

2,200 

640 

800 

2,300 

1,000 

600 

750 

2,400 



Total Current Liabilities 

Long-Term Debt: 

6% First Mortgage Bonds 

Deferred Credits: 

Unearned Interest on Notes Receivable 


71,600 

100,000 

100 


Total Liabilities 




Net Worth 

Capital Stock: 

6% Preferred Stock, Par $100, 500 
shares issued and outstanding 

Common Stock, $20 Par (7500 shares 
issued) 150,000 

Less Treasury Stock (1,500 shares 
reacquired) 30,000 

50,000 


171,700 

Common Stock, 6,000 Shares Out¬ 
standing 

120,000 



Total Capital Stock 

Paid-In Surplus — Premium on Preferred Stock 
Earned Surplus 


170,000 

2,000 

65,300 


Total Net Worth 


* 

237,300 

Total Liabilities and Net Worth 



409,000 
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Statement of Profit and Loss. The amounts on the statement of 
profit and loss are taken directly from the statement of profit and loss 
columns in the work sheet. The statement is shown below: 


MARTIN MANUFACTURING COMPANY — EXHIBIT B 
Statement of Profit and Loss 


For Year Ended December 31,1949 


Income from Sales: 

Gross Sales 

Less Sales Returns and Allowances 


365,000 
5,000 


Net Sales 

Cost of Goods Sold: 

Finished Goods Inventory, January 1, 1949 
Cost of Goods Manufactured (Schedule No. 1) 


36,000 

252,755 


Total Cost of Finished Goods Available for Sale 288,755 

Less Finished Goods Inventory, December 31,1949 49,000 


360,000 


Cost of Goods Sold 


239,755 


Gross Profit 
Operating Expenses: 

Selling Expenses: 

Sales Salaries and Commissions 
Advertising 

Miscellaneous Selling Expense 
Delivery Salaries 

Depreciation of Delivery Equipment 
Miscellaneous Delivery Expense 


120,245 


24,400 

8,100 

2,200 

9,200 

1,600 

2,100 


47,600 




General and Administrative Expenses: 
Officers' Salaries 
Office Salaries 
Office Supplies Used 
Loss from Bad Debts 
Depr. of Office Furniture and Fixtures 
Depreciation of Buildings 
Expired Insurance 
Building Maintenance and Repairs 
Taxes 

Miscellaneous General Expense 


16,000 

10,000 

2,100 

1,800 

500 

255 

360 

450 

2,460 

2,300 


36,225 


Total Operating Expenses 


83,825 


Net Profit from Operations 
Other Income: 

Purchases Discount 
Interest Income 
Dividend Income 


Other Expense: 

Sales Discount 
Interest Expense — Bonds 
Interest Expense — Other 

Net Income Before Provision for Income Taxes 
Provision for Income Taxes 

Net Income After Provision for Income Taxes 


36,420 


2,180 

800 

600 3,580 


40,000 


3,100 

6,000 

900 


10,000 


30,000 

12,000 


18,000 
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Schedule for Cost of Goods Manufactured. The cost of goods man¬ 
ufactured shows in detail the costs involved in completing goods during 
the period. The information appearing on the schedule below is taken 
directly from the manufacturing schedule columns of the work sheet. 

MARTIN MANUFACTURING COMPANY — SCHEDULE No. 1 
Cost of Goods Manufactured 
To Accompany Statement of Profit and Loss 
For Year Ended December 31, 1949 
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ADJUSTING AND Upon completion of the work sheet and 

CLOSING ACCOUNTS statements, the entries to bring the accounts 
up to date and to close the accounts are recorded in the journal. 
Before closing the accounts, any current, correcting, and adjusting 
entries would first be recorded. While such entries may first have 
been prepared in informal form in connection with the preparation of 
the work sheet, these are now entered formally in the journal. Closing 
entries may be conveniently prepared by using as a basis for the 
entries the balances as shown in the manufacturing and profit and 
loss columns of the work sheet. The following current entries are 
required for the Martin Manufacturing Company: 


December 31 

(1) Dividends Receivable 

Dividend Income 

To record announcement of $1.50 
dividend on 200 shares of Burton 
Co. common stock owned. 

31 

(2) Earned Surplus 

Dividends Payable on Preferred Stock 

Dividends Payable on Common Stock 
To record declaration of dividends 
' payable on January 15 to stock¬ 

holders of record December 31. 


300 

300 


3,150 

750 

2,400 


Adjustments may now be recorded. These are as follows: 

31 

(3) Profit and Loss 36,000 

Finished Goods Inventory 
To transfer beginning finished goods in¬ 
ventory to profit and loss. 

31 

(4) Manufacturing 21,000 

Goods in Process Inventory 

To transfer the beginning goods in process 
inventory to manufacturing. 

31 

(5) Manufacturing 17,000 

Raw Materials Inventory 

To transfer the beginning raw materials 
inventory to manufacturing. 

31 

(6) Finished Goods Inventory 49,000 

Profit and Loss 

To record ending finished goods inventory. 

31 

(7) Goods in Process Inventory 28,000 

Manufacturing 

To record ending goods in process inven¬ 
tory. 


36,000 


21,000 


17,000 


49,000 


28,000 
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(8) Raw Materials Inventory 

20,000 


Manufacturing 

To record ending raw materials inventory. 

31 


20,000 

(9) Factory Supplies Used 

4,300 


Factory Supplies 

To record cost of factory supplies used. 

31 


4,300 

(10) Office Supplies Used 

2,100 


Office Supplies 

To record cost of office supplies used. 

31 


2,100 

(11) Loss from Bad Debts 

1,800 


Reserve for Bad Debts 

To provide for estimated loss from bad debts. 

31 


1,800 

(12) Tools Expense 

2,500 


Tools 

To record tools expense for the year. 

31 


2,500 

(13) Depreciation of Delivery Equipment 

1,600 


Reserve for Depreciation of Delivery Equipment 
To record estimated depreciation of 
delivery equipment. 

31 


1,600 

(14) Depreciation of Office Furniture and Fixtures 
Reserve for Depreciation of Office Furniture 

500 


and Fixtures 

To record estimated depreciation of office 
furniture and fixtures. 

31 


500 

(15) Depreciation of Machinery and Equipment 

Reserve for Depreciation of Machinery 

3,200 


and Equipment 

To record estimated depreciation of 
machinery and equipment. 

31 


3,200 

(16) Depreciation of Buildings 

1,700 


Reserve for Depreciation of Buildings 

To record estimated depreciation of 
buildings. 

31 


1,700 

(17) Patents Expense 

500 


Patents 

To record amortization of patent cost. 

31 


500 

(18) Direct Labor 

1,400 


Indirect Labor 

300 


Sales Salaries and Commissions 

400 


Delivery Salaries 

. 200 


Accrued Salaries and Wages 

To record accrued salaries and wages. 


2,300 
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31 

(19) Interest Expense — Bonds 1,000 

Accrued Interest on Bonds Payable 1,000 

To record accrued interest on bonds. 

31 

(20) Interest Expense - Other 600 

Accrued Interest on Notes Payable 600 

To record accrued interest on notes 
payable. 

31 

(21) Expired Insurance 2,400 

Prepaid Insurance 2,400 

To record expired insurance. 

31 

(22) Deferred Interest on Notes Payable 300 

Interest Expense 300 

To record deferred interest on notes 
payable. 

31 

(23) Accrued Interest on Notes Receivable 200 

Interest Income 200 

To record accrued interest on notes 
receivable. 

31 

(24) Interest Income 100 

Unearned Interest on Notes Receivable 100 

To record unearned interest on notes 
receivable. 


The adjusting entries are followed by those that close all of the 
nominal accounts. The closing entries are prepared as follows: 


31 

M anuf acturing 262,755 

Raw Materials Returns and Allowances 2,100 

Raw Materials Purchases 85,400 

Freight In 4,700 

Direct Labor 77,600 

Indirect Labor 22,900 

Factory Superintendence 20,000 

Building Maintenance and Repairs 2,550 

Factory Heat, Light, and Power 20,480 

Taxes 13,940 

Factory Supplies Used 4,300 

Tools Expense 2,500 

Depreciation of Machinery and Equipment 3,200 

Depreciation of Buildings 1,445 

Patents Expense 500 

Expired Insurance 2,040 

Miscellaneous Factory Expense 3,300 


To close manufacturing items into manufacturing. 
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31 


Sales 365,000 


Purchases Discounts 

2,180 


Interest Income 

800 


Dividend Income 

600 


Profit and Loss 


368,580 

To close income iteins into profit and loss. 

31 

Profit and Loss 

351,580 


Manufacturing 


252,755 

Sales Returns and Allowances 


5,000 

Sales Salaries and Commissions 


24,400 

Advertising 


8,100 

Miscellaneous Selling Expense 


2,200 

Delivery Salaries 


9,200 

Depreciation of Delivery Equipment 


1,600 

Miscellaneous Delivery Expense 


2,100 

Officers* Salaries 


16,000 

Office Salaries 


10,000 

Office Supplies Used 


2,100 

Loss from Bad Debts 


1,800 

Depreciation of Office Furniture and Fixtures 


500 

Depreciation of Buildings 


255 

Expired Insurance 


360 

Building Maintenance and Repairs 


450 

Taxes 


2,460 

Miscellaneous General Expense 


2,300 

Sales Discounts 


3,100 

Interest Expense — Bonds 


6,000 

Interest Expense — Other 


900 

To close expense items into profit and loss. 

31 

Profit and Loss 

12,000 


Estimated Income Taxes Payable 


12,000 

To record the estimated income taxes payable. 


31 


Profit and Loss 18,000 

Earned Surplus 18,000 

To transfer the balance in the profit and loss 
account after income taxes to the earned sur¬ 
plus account. 


PREPARATION OF After the adjusting and closing entries are 
BALANC^ trial posted, the post-closing trial balance, which 

appears on page 80, is prepared tp verify 
the equality of the debits and credits. 
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MARTIN MANUFACTURING COMPANY 
Post-Closing Trial Balance 
December 31,1949 


Cash on Hand 

200 


Cash in Bank 

41,910 


Notes Receivable 

16,000 


Notes Receivable Discounted 


10,000 

Accounts Receivable 

52,000 


Reserve for Bad Debts 


2,410 

Dividends Receivable 

300 


Accrued Interest on Notes Receivable 

200 


Finished Goods Inventory 

49,000 


Goods in Process Inventory 

28,000 


Raw Materials Inventory 

20,000 


Burton Co. Common Stock 

24,300 


Tools 

7,500 


Delivery Equipment 

8,000 


Reserve for Depreciation of Delivery Equipment 


5,200 

Office Furniture and Fixtures 

5,000 


Reserve for Depr. of Office Furniture and Fixtures 


2,100 

Machinery and Equipment 

64,000 


Reserve for Depr. of Machinery and Equipment 


12,500 

Buildings 

42,500 


Reserve for Depreciation of Buildings 


8,500 

Land 

40,000 


Patents 

6,000 


Goodwill 

40,000 


Factory Supplies 

1,200 


Office Supplies 

700 


Prepaid Insurance 

2,600 


Deferred Interest on Notes Payable 

300 


Notes Payable 


20,000 

Accounts Payable 


27,910 

Federal Old-Age Taxes Payable 


720 

Federal Unemployment Taxes Payable 


280 

Withholding Taxes Payable 


2,200 

State Sales Tax Payable 


640 

State Unemployment Taxes Payable 


800 

Estimated Income Taxes Payable 


12,000 

Accrued Salaries and Wages 


2,300 

Accrued Interast on Bonds Payable 


1,000 

Accrued Interest on Notes Payable 


600 

Dividends Payable on Preferred Stock 


750 

Dividends Payable on Common Stock 


2,400 

6% First Mortgage Bonds 


100,000 

Unearned Interest on Notes Receivable 


100 

Preferred Stock 


50,000 

Common Stock 


150,000 

Treasury Stock, Common 

30,000 


Earned Surplus 


65,300 

Premium on Preferred Stock 


2,000 


479,710 

479,710 
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REVERSING THE The reversing entries may now be prepared 

ACCOUNTS posted. These follow: 

January 1 

Accrued Salaries and Wages 

Direct Labor 

Indirect Labor 

Sales Salaries and Commissions 

Delivery Salaries 

1 

2,300 

1,400 

300 

400 

200 

X 

Accrued Interest on Bonds Payable 

Interest Expense — Bonds 

1 

1,000 

1,000 

1 

Accrued Interest on Notes Payable 

Interest Expense — Other 

1 

600 

600 

1 

Interest Expense 

Deferred Interest on Notes Payable 

<i 

300 

300 

1 

Interest Income 

Accrued Interest on Notes Receivable 

-I 

200 

200 

1 

Unearned Interest on Notes Receivable 

Interest Income 

100 

100 


The post-closing trial balance is frequently prepared only after 
the reversing entries have been posted. When such practice is followed, 
a check is offered on the accuracy in posting reversing data. 

INTERIM STATEMENTS Statements are prepared at least once a 

year, and at that time the accounts in the 
ledger are adjusted and closed. Many business units, however, re¬ 
quire statements during the fiscal year at one-month, three-month, 
or six-month intervals. When such interim statements are desired, 
they are prepared by means of a work sheet. The accounts in the 
ledger need not be adjusted and closed. 

In preparing the work sheet, balances in the ledger are first listed in 
trial balance form. Because accounts have not been adjusted and 
closed since the close of the previous year, nominal accounts reflect 
balances to date. Adjustments are listed on the work sheet to bring 
the account balances up to date, and adjusted balances are carried 
to the appropriate statement columns. Accounting statements are 
then prepared from the work sheet data. 

For example, in preparing the interim statements at the end of 
March, the adjusting data are reported on the working papers just 
as though the fiscal period were one quarter. Inventories and apcrued 
and deferred items as of March 31 are recorded. Amortization and 
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depreciation are stated for a three-month period. The balance sheet 
prepared from the work sheet shows the financial position as of March 
31; the statement of profit and loss reports cumulative results for the 
three months ended March 31. To obtain a profit and loss statement 
covering operations for the month of March alone, it is necessary to 
subtract income and expense balances on the statement of profit and 
loss for the two-month period ended February 28 from similar cumu¬ 
lative balances on the statement for the three-month period ended 
March 31. Inventory figures as of February 28 and March 31 are re¬ 
ported, and a statement showing the net income for the month of 
March is then available. By following the procedure just outlined, 
monthly statements, as well as cumulative income statements showing 
progress for the year to date, may be obtained. 


QUESTIONS 

1. List the steps in the bookkeeping cycle. Why is each step necessary? 

2. Describe the kind of work sheet that would be employed for: 

(a) A trading concern. 

(b) A manufacturing concern. 

(c) A departmentalized business, the gross profit to be ascertained 
for each department. 

(d) A manufacturing organization with departmentalized retail sales 
departments, a net operating profit to be determined for each 
department. 

3. Describe two methods that may be followed in adjusting the accounts 
for the ending inventories on the work sheet of a manufacturing company. 

4. The Beverly Corporation prepares accounting statements and ad¬ 
justs and closes the accounts at the end of each month. The Burke Cor¬ 
poration prepares accounting statements monthly, but adjusts and closes 
the accounts only at the end of each year. 

(a) Will the reports of each company be the same? 

(b) Can a cumulative “year-to-date” statement of profit and loss 
be made available for the Beverly Corporation? How? 

(c) Can statements of profit and loss covering single months be made 
available for the Burke Corporation? How? 

(d) Which procedure, monthly or annual closing, do you consider 
preferable? Why? 

5. Give the account balances to be shown on a statement of profit and 
loss for P.A. Jones for the month of June calculated from the following 
cumulative data: 
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Income from Sales: 

Sales 

Sales Returns 

January 1 
TO May 31 

66,000 

1,500 

January 1 
TO June 30 

76,000 

1,800 

Net Sales 

64,500 

74,200 

Cost of Goods Sold: 

Merchandise Inventory at beginning of period 
Purchases 

14,000 

36,000 

14,000 

44,000 

Merchandise Available for Sale 

Merchandise Inventory at end of period 

50,000 

16,000 

58,000 

18,500 

Cost of Goods Sold 

34,000 

39,500 

Gross Profit 

30,500 

34,700 

Operating Expenses: 

Selling Expenses 

General and Administrative Expenses 

10,500 

6,800 

12,800 

8,200 

Total Operating Expenses 

17,300 

21,000 

Net Profit from Operations 

Financial Management Income: 

Interest Income 

Purchases Discounts 

13,200 

350 

700 

13,700 

400 

850 

Gross Income 

14,250 

14,950 

Financial Management Expense: 

Interest Expense 

Sales Discounts 

250 

1,200 

250 

1,450 


1,450 

1,700 

Net Income 

Gain from Sale of Investments 

12,800 

13,250 

2,500 

Increase in Capital 

12,800 

15,750 


6. The following data are assembled for use in preparing a work sheet 
and accounting statements. Give the adjustments that are required on 
December 31 assuming that (1) accounts in the ledger are adjusted and 
closed monthly, and (2) accounts in the ledger are adjusted and closed 
only at the end of the year. 

(a) On September 1, $600 was collected as subscription income for one 
year. A nominal account was credited for the income. 

(b) On October 1, insurance of $180 was paid on a policy covering a 8-year 
period from this date. A real account was debited for the cost. 
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(c) On February 1, $40,000 was borrowed on a 3-year mortgage note, 
interest at 6% to be paid at quarterly intervals from this date. 

(d) On May 1, 4% bonds of $5,000 were acquired, interest payable semi¬ 
annually on April 1 and October 1. 

7. Accounts of Super Products Co. at the end of the first year of oper¬ 
ations show the following balances: 


Cash 

Land 

Factory Buildings 
Machinery 
Investments 
Accounts Payable 
Capital Stock 
Paid-in Surplus 
Sales 

Raw Materials Purchases 
Direct Labor 
Manufacturing Expenses 
Operating Expenses 
Income on Investments 


13,200 

40,000 

80,000 

50,000 

20,000 


140,000 

100,000 

75,500 

52,000 


30,000 

200,000 

40,000 

300,000 


700 


570,700 570,700 


At the end of the year physical inventories are: raw materials, $40,000; 
goods in process, $30,000; finished goods, $30,000. Prepaid operating ex¬ 
penses are $1,500 and accrued manufacturing expenses, $500. Accrued 
income on investments is $300. Depreciation for the year on buildings is 
$2,000, apportioned $1,500 to the factory and $500 to general operations. 
Depreciation on machinery is $2,500. The tax liability for the year is 
estimated at $10,000. 

Give the entries to adjust and close the books. 


8, E. S. Barnett fails to adjust the accounts for the following items in 
closing the books on December 31,1949. What effect does each omission 
have upon profits for 1949 and 1950, assuming that the omissions are 
never discovered but that the adjustments are properly made at the end 
of 1950? 


Profit for 1949 Profit for 1950 


Under- Over¬ 
stated stated 


No 

Effect 


(a) Sales salaries accrued, $30.... 

(b) Prepaid advertising, $200. Ad¬ 

vertising Expense was debited for 
advertising payments. 

(c) Depreciation of office machine, 

$100 . 

(d) Accrued interest on notes 

receivable, $20. 

(e) Office supplies inventory, $100. 

(Office Supplies, an asset account, 
was charged for purchases and has 
a balance of $300). 


Under¬ 

stated 

Over¬ 

stated 

No 

Effect 
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PROBLEMS 



A trial balance for the Wilcox Manufacturing Corp. as of November 

1949, shows account balances as reported below. 

Books of original 

entry as summarized for the month of December follow the trial balance. 


Dr. 

Cr. 

Petty Cash 

400 


Cash (Security Bank) 

23,600 


Notes Receivable 

12,500 


Accounts Receivable 

56,000 


Reserve for Bad Debts 


900 

Finished Goods Inventory 

38,000 


Goods in Process Inventory 

22,600 


Raw Materials Inventory 

18,200 


Investment in Barton Co. Preferred Stock 

24,000 


Tools 

12,000 


Delivery Equipment 

10,000 


Reserve for Depreciation of Delivery Equipment 


3,500 

Office Furniture and Fixtures 

6,000 


Reserve for Depreciation of Furniture and Fixtures 


1,600 

Machinery and Equipment 

60,000 


Reserve for Depreciation of Machinery and Equipment 


12,200 

Buildings 

72,000 


Reserve for Depreciation of Buildings 


8,400 

Land 

40,000 


Patents 

7,500 


Goodwill 

25,000 


Notes Payable 


22,000 

Accounts Payable 


29,700 

Federal Old-Age Taxes Payable 


600 

6% First Mortgage Payable 


100,000 

Common Stock 


214,600 

Treasury Stock 

16,000 


Earned Surplus 


17,100 

Sales 


386,000 

Sales Returns and Allowances 

6,000 


Raw Materials Purchases 

86,000 


_ Freight In 

4,400 


Raw Materials Purchases Returns 


2,000 

Direct Labor 

69,500 


Indirect Labor 

26,400 


Factory Superintendence 

22,000 


Building Repairs and Maintenance 

3,200 


Factory Heat, Light, and Power 

21,000 


Factory Supplies 

6,000 


—Taxes 

16,400 


Miscellaneous Factory Expense 

3,200 


Sales Salaries and Commissions 

24,100 


Advertising 

8,000 


Miscellaneous Selling Expense 

1,700 


Delivery Salaries 

9,200 


Miscellaneous Delivery Expense 

2,200 
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Officers* Salaries 

16,400 


_Qffice Salaries 

12,000 


Office Supplies 

2,800 


Insurance 

6,000 


Miscellaneous General Expense 

2,600 


Purchases Discounts 


2,700 

Interest Income 


1,200 

Dividend Income 


400 

Sales Discounts 

4,000 


Interest Expense 

8,000 



802,900 

802,900 


The sales journal summarizes both cash sales and sales on account 
and is as follows: 


SAT.es JOURNAl. 


Security 

Bank 

Dr. 

Accounts 

Receivable 

Dr. 


Date 

Account Debited 

Sales 

Cr. 

Sales Tax 
Payable 

Cr. 


- 














S,fK)0 ^ 

35,500 




43.ROO 

500 


( V) 


The cash receipts journal reports all cash received and is as follows: 


CASH RECEIPTS JOURNAL 


Sundry 

Dr, 

Sales 

Disi’ounts 

Dk. 

Security 

Bank 

Dr. 

Date 

Account Credited 

Expianation 

I. 

p. 

SlTNDKY 

Cr. 

Sales 

Ch. 

Accounts 

Receivable 

Cr. 

..— 

_ __ 



_ ___ 


__ 


_ 



-^ 

I'' i/ 






- - 


—— 

2,400^ 

700 

68,700 





32,400 

8,600 

30,800 


( V) 


Sundry Debits and Credits reported in the cash receipts journal are: 
Debits Credits 

Loss on Sale of Barton Co. ^ Notes Receivable 8,000 

Preferred Stock 2,400 Interest Income 400^"^ 

Investment in Barton Co. 

Preferred Stock 24,000'' 

Checks are written only upon authorization in the form of a voucher. 
The voucher register follows: 


VOUCHER REGISTER 


VCHR. 

No. 

Date 

Name 

Descrip¬ 

tion 

Date 

OP 

Inv. 

Terms 

Paid 

Accounts 

Raw 

Mat. 


Sundry Dr. 

Date 

1 Cbk. 

1 No. 

Fa VaB1.E 
Cr. 

CHASES 

Dr. 

Expenses 

Dr. 

Amt. 

L. 

P. 

Name of 
Account 

_ 

... 








-- 



_ „ 

_ 



mm 





— 

—-- 

______ 


.1 1 

56.700"" 12,000 

28,600 

n 
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An analysis of expense vouchers shows the following distribution: 


Direct Labor 8,000 

Indirect Labor 2,600 

Factory Superintendence 2,400 ^ 

Sales Salaries and Commissidns 2,700 

Delivery Salaries 1,000" 

Officers' Salaries 1,600‘- 

Office Salaries 1,500 , 

Freight In 400 

Building Repairs and Maintenance 600 

Factory Heat, Light, and Power 2,400 

Factory Supplies 700 

Taxes 2,100'^ 

Miscellaneous Factory Expense 400, 

Advertising 500 

Miscellaneous Selling Expense 200 

Miscellaneous Delivery Expense 300 /' 

Office Supplies 400^^ 

Miscellaneous General Expense 200 

Interest Expense 600 


Sundry Debits reported in the voucher register are as follows: 


Tools 800 

Office Furniture and Fixture 500 

Machinery and Equipment 2,400 * 

Notes Payable 12,000 , 

Sales Returns and Allowances 400 ^ 


The check register summarizes all checks drawn and appears as follows: 


CHECK REGISTER 


Chkck 

No. 

VOTTCHEB 

No. 

Date 

Payee 

Accounts 

Payable 

Dr. 

PuRCHAflES 

Discounts 

Cr. 

Withholding 
Taxe.s Payable 
Cr. 

Fed. Old-Age 
Tax Payable 
Cr. 

Securiti 

Bank 

Cr. 



_ 





i 



- 





- —— 

■■ 






43,600 

300 ^ 

1,600 ^ 

150 * 

41,550 * 


General journal entries in December are: 


Notes Receivable 2,500* 

Accounts Receivable 2,500 ^ 

Reserve for Bad Debts 400 

Accounts Receivable 400 

Accounts Payable 1,000 

Raw Materials Purchases Returns 1,000 

Taxes 550" ^ 

Federal Old-Age Taxes Payable 150 

State Unemployment Taxes Payable 400 ^ 


Instructions: (1) Set up T accounts and record the balances reported as 
of November 30. 

(2) Record directly in the accounts the transactions for the month of 
December as reported in the books of original entry. 

(3) Prepare a trial balance as of December 31, 1949. 
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" 2. The following cumulative statements of profit and loss have been 
'-prepared for the Collier Corporation in 1949: 


Income from Sales: 

Sales. .. . 

Sales Returns and Allowances 

Four 
Months 
Ending 
April 30 

176,700 

4,000 

Five 
Months 
Ending 
May 31 

220,900 

4,900 

Six 

Months 
Ending 
June 30 

259,300 

5,600 

Net Sales . . 

172,700 

216,000 

253,700 

Cost of Goods Sold: 

Inventory, January 1 . 

Purchases . . . 

Freight In . 

40,000 

117,000 

2,540 

40,000 

153,000 

3,060 

40,000 

185,000 

3,600 


159,540 

196,060 

228,600 

Purchases Returns 



250 

Merchandise Available for Sale 
Inventory, April 30 . 

Inventory, May 31 

Inventory, June 30 

159,540 

28,000 

196,060 

34,000 

228,350 

44,350 

Cost of Goods Sold. 

131,540 

162,060 

184,000 

Gross Profit on Sales . 

41,160 

53,940 

69,700 

Operating Expenses: 

Selling Expenses: 

Advertising. 

Sales Salaries. 

Delivery Expense. 

Sales Contest Bonuses. 

Depreciation of Store Equipment 

12,000 

15,000 

2,300 

2,000 

17,300 

20,000 

2,900 

1,000 

2,500 

19,700 

24,750 

3,500 

1,000 

3,100 

Total Selling Expenses 

31,300 

43,700 

52,050 

General and Administrative Expenses: 
Depreciation of Buildings . . . 

General and Administrative Salaries 
Legal Expense. 

6,000 

7,700 

7.500 

9.500 

9,000 

11,000 

2,000 

Total General Expenses. 

13,700 

17,000 

22,000 

Total Operating Expenses. ... 

45,000 

60,700 

74,050 

Net Loss from Operations. 

3,840 

6,760 

4,350 

Other Income: 

Interest Income. 

440 

525 

700 


3,400 

6,235 

3,660 

Other Expense: 

Interest Expense. 

Sales Discount. 

320 

2,300 

735 

2,700 

940 

3,000 

Total Other Expense. 

2,620 

3,435 

3,940 

Net Loss. 

6,020 

9,670 

7,590 


Instructions: Prepare statements of profit and loss showing profit and loss 
data for the month of May and for the month of June. 
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/, 3. The data that follow are compiled from the books and records of the 
Acme Company: 

' (1) On October 1, 1949, $600 was collected for one-year subscriptions 

beginning on that date. A balance sheet account was credited for 
the amount collected. 

(2) The Farmers State Bank deducted $36 from a 60-day, non-in¬ 
terest-bearing note payable issued and dated November 10, 1949. 
An entry in a nominal account was made for the interest de¬ 
ducted in advance. 

(3) $5,000 was borrowed from the bank on July 31, 1949, a 6-month 
note accruing interest at 6% being issued to the bank. 

(4) The company received a 60-day, non-interest-bearing note dated 
November 20, 1949, from a customer, and credited the customer’s 
account for the face value of the note less $48, representing a charge 
for interest on the obligation. The interest was recorded in a 
nominal account. 

(5) On September 1, 1949, a real account was debited for $144, rep¬ 
resenting the premium on a 3-year fire insurance policy beginning 
on that date. 

(6) The company owns a $3,000, 6% note dated October 31, 1949, 
and due on October 31, 1950. 

The company follows the practice of reversing adjustments for accrued 
items and for deferred items originally entered in nominal accounts. 

Instructions: (1) Give adjusting journal entries as of November 30, 1949. 
assuming that the books are adjusted and closed monthly. 

(2) Give adjusting journal entries as of December 31, 1949, assuming that 
the books are adjusted and closed monthly. 

(3) Give adjusting journal entries as of December 31, 1949, assuming 
that the books are adjusted and closed only at the end of each calendar year. 

K 4^/The following data are compiled from the books and records of the 
^ole Company: 

(1) $3,000 was borrowed from the bank on October 31, 1949. A note 
was issued, the principal sum and interest at 6% becoming pay¬ 
able on October 31, 1950. ' -3“; - j " j 

(2) On August 1, 1949, a real account was debited for $216, repre¬ 
senting the premium on a fire insurance policy covering a 3-year 
period from that date. ^ j 4 j, 

(3) On September 1, 1949, $1,200 was collected, representing rental 

income for one year beginning on that date. A balance sheet 
account was credited for the amount collected. , ; 

(4) The company owns bonds of $10,000 on which interest at 5% is 

paid semiannually op April 1 and October 1. ^ ^ 

(5) The First National Bank deducted $18 from cash borrowedl on a 
60-day, non-interest-bearing note payable issued and dated Novem- 
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ber 8, 1949. An entry in a nominal account was made for the in¬ 
terest paid in advance. ^ ^ 

(6) The company received a 90-day, non-interest-bearing note dated 
October 23, 1949, from a customer and credited the customer's 
account for the face value of the note less $36, representing a 
charge for interest on the obligation. The interest was recorded 
in a nominal account. rPO»S0 J f 

The company follows the practice of reversing adjustments for accrued 
items and for deferred items originally entered in nominal accounts. 

Instructions: (1) Give adjusting journal entries as of November 30, 1949, 
assuming that the books are adjusted and closed monthly. 

(2) Give adjusting journal entries as of December 31,1949, assuming the 
books are adjusted and closed monthly. 

(3) Give adjusting journal entries as of December 31, 1949, assuming 
that the books are adjusted and closed only at the end of each calendar year. 

5. The account balances taken from the ledger of J. C. Clark on January 
31, 1949, and the data for adjustments are given below: 


Account Balances, January 31, 1949: 


C'ash 

1,160 

Withholding Taxes Payable 

280 

Notes Receivable 

1,800 

Sales Tax Payable 

515 

Notes Receivable Discounted 

1,200 

J. C. Clark, Capital 

8,000 

Accounts Receivable 

3,840 

J. C. Clark, Drawing (debit 


Reserve for Bad Debts 

50 

balance) 

520 

Merchandise Inventory, 


Sales 

28,000 

January 1, 1949 

6,500 

Purchases 

19,000 

Office Equipment 

1,200 

Freight In 

340 

Reserve for Depreciation of 


Advertising Expense 

110 

Office Equipment 

660 

Delivery Expense 

230 

Store Equipment 

3,500 

Sales Salaries 

1,800 

Reserve for Depreciation of 


Office Expense 

2,000 

Store Equipment 

1,350 

Rent 

360 

Unexpired Insurance 

80 

Taxes, Payroll and Other 

286 

Notes Payable 

1,200 

Purchases Discount 

163 

Accounts Payable 

980 

Interest Income 

28 

Accrued Property and Pay¬ 


Sales Discount 

126 

roll Taxes 

442 

Interest Expense 

16 


Data for Adjustments for Month Ended January 31, 1949: 

The reserve for bad debts account is to be increased to $126. 

(2) Depreciation of office equipment is 10% a year. 

(3) Depreciation of store equipment is 12% a year. 

(4) Insurance to be deferred is $60. 

Accrued taxes covering property and payrolls is to be increased 
to $482. 

(6) Unpaid bills for advertising total $40. 

(7) Sales salaries owed are $250. 

(8) Office supplies on hand total $400, 

(9) Of the $28 reported as interest income, $10 is unearned. 
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(10) Interest of $6 has accrued on the $600 note receivable. 

(11) Interest of $8 has accrued on notes payable. 

(12) Of the $16 reported as interest expense, $5 represents a prepay¬ 
ment for the month of February. 

(13) The merchandise inventory on January 31, 1949, is $1,900. 

''7 \ 

Instructions: (1) Prepare an eight-column work sheet. 

(2) Prepare a statement of profit and loss and a balance sheet. 

(3) Assuming that adjusting entries have been prepared as reported on 
the work sheet, give in compound form those entries required to close the 
books on January 31. 

(4) List the numbers of those adjustments that should be reversed as of 
February 1. 

6. The account balances taken from the ledger of L. T. Ross and S. A. 
Stevens at the end of the first year's operations and the data fdr adjust¬ 
ments are given below: 


Account Balances, December 31, 1949: 


Cash 

2,500 

Sales 

65,000 

Notes Receivable 

3,500 

Purchases 

67,000 

Notes Receivable Discounted 

2,000 

Purchases Returns and 


Accounts Receivable 

2,500 

Allowances 

1,650 

Store Furniture 

3,700 

Sales Salaries 

8,000 

Store Supplies 

600 

Taxes 

600 

Notes Payable 

6,000 

Miscellaneous General 


Accounts Payable 

12,600 

Expense 

12,600 

L. T. Ross, Capital 

10,000 

Purchases Discount 

2,300 

S. A. Stevens, Capital 

5,100 

Interest Income 

150 

L. T. Ross, Personal, (dr.) 

2,400 

Interest Expense 

500 

S. A. Stevens, Personal, (dr.) 

900 




Data for Adjustments, Year Ended December 31, 1949: 

Inventories: Merchandise, $23,400; Store Supplies, $270. 

Depreciation of store furniture, 10% a year. Store furniture was ac¬ 
quired as follows: on January 1, $2,800; on April 1, $900. 

Accrued advertising, $65. 

Taxes paid in advance, $100. 

Accrued taxes, $215. 

Deferred interest on notes payable, $60. 

Accrued interest on notes payable, $30. 

Accrued interest on notes receivable, $35. 

Unearned interest income, $45. 

Five per cent of the accounts receivable are expected to prove uncol¬ 
lectible. 

Partners divide profits and losses equally. 

Instructions: (1) Prepare an eight-column work sheet. 

(2) Prepare a statement of profit and loss, a statement of changes in 
partners' capital accounts, and a balance sheet. 

(3) Prepare the required adjusting, closing, and reversing entries. 

7. The following account balances are taken from the books of the Jack- 
son Manufacturing Company on December 31, 1949, the end of the 
first year of operations. 
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Cash 

35,000 

Heat, Light, Power 

9,000 

Accounts Receivable 

93,200 

Maintenance and Repairs 

5,000 

Plant and Equipment 

205,000 

Miscellaneous Factory 


Factory Supplies 

1,200 

Expense 

6,000 

Accounts Payable 

74,600 

Sales Salaries and Com¬ 


4|% Bonds Payable 

150,000 

missions 

24,000 

Capital Stock (par $20) 

100,000 

Advertising 

15,000 

Sales 

470,000 

Miscellaneous Selling Expense 20,000 

Sales of Raw Materials at 


Office Salaries 

17,000 

Cost 

26,100 

Office Supplies Expense 

700 

Raw Material Purchases 

247,100 

Miscellaneous General and 


Freight In 

7,000 

Administrative Expense 

4,125 

Direct Labor 

105,000 

Interest Expense - Bonds 

3,375 

Indirect Labor 

23,000 




The following adjustments are not included in the data above. 

Inventories: 

Finished Goods, $20,000 
Goods in Process, $15,000 
Raw Materials, $22,000 
Factory Supplies, $500 
Office Supplies, $250 

Provision for loss from bad debts, 1% of sales of finished product. 
Depreciation, 8%, chargeable | to manufacturing, ^ to selling, ^ to office. 

Accrued Salaries and Wages: 

Direct Labor $2,500 
Indirect Labor 500 

Sales Salaries 300 $3,300 

A dividend of $1 per share had been declared December 28 and is payable 
January 10, 1950. 

Bond interest payment dates are March 1 and September 1. 

Provision is to be made for the Federal income taxes, which are estimated 
at $10,000. 

Instructions: Prepare a ten-column work sheet. 

(2) Prepare a balance sheet, statement of profit and loss and a cost of 
goods manufactured schedule, and a surplus statement. 

(3) Prepare the necessary adjusting, closing, and reversing entries. 


8/ The following account balances are taken from the general ledger of 
the Morton Manufacturing Company on December 31,1949, the end of a 
fiscal year. The corporation was organized January 2, 1943. 


Cash on Hand and in Banks 

20,700 

Raw Materials Inventory, 


Notes Receivable 

20,000 

January 1,1949 

25,000 

Accounts Receivable 

60,200 

Tools 

10,000 

Reserve for Doubtful 


Patterns and Dies 

20,000 

Accounts 

^0 

Shipping Department 


Finished Goods Inventory 


Equipment 

12,000 

January 1,1949 

42,000 

Reserve for Depreciation of 


Goods in Process Inventory, 
January 1,1949 

40,500 

Shipping Equipment 

j^m 
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Office Furniture and 


Direct Labor 

103,700 

Fixtures 

15,000 

Indirect Labor 

24,000 

Reserve for Depreciation 


Plant Superintendence 

20,000 

of Office Furniture and 


Maintenance and Repairs 


Fixtures 


, of Buildings 

6,300 

Machinery and Equipment 

16'0,000 

Maintenance and Repairs of 


Reserve for Depreciation of 


Machinery 

4,500 

Machinery and 


Heat, Light, and Power 


Equipment 

30,000 

(Factory) 

11,000 

Buildings 

125,000 

Taxes 

10,200 

Reserve for Depreciation of 


Sundry Factory Expense 

3,600 

Buildings 

18,0110.. 

Sales Salaries 

30,000 

Land 

20,000 

Sales Commissions 

12,300 

Shipping Supplies 

8,500 

Traveling Expense 

8,500 

Office Supplies 

6,200 

Advertising Expense 

24,000 

Factory Supplies 

12,500 

Shipping Department 


Patents 

27,500 

Salaries 

6,000 

Notes Payable 

sajioa.-- 

Sundry Shipping Depart¬ 


Accounts Payable 

45,700 

ment Expenses 

1,000 

4J% First Mortgage Bonds 

100,000 

Officers* Salaries 

30,000 

6 % Preferred Stock 


Office Salaries 

14,000 

(Par $100) 

100,000 

Insurance 

8,500 

Common Stock (Par $100) 

100,000 

Postage, Telephone, & 


Premium on Common Stock 

io^oa 

Telegraph 

1,400 

Earned Surplus 

113,775 

Sundry Office Expense 

1,500 

Sales 

520.000 

Purchases Discounts 

3,400 

Sales Returns and 


Interest Income 

800 

Allowances 

12,000 

Sales Discounts 

6,500 

Raw Materials Purchases 

110,200 

Interest Expense - Bonds 

2,625 

Freight and Cartage In 

6,800 

Interest Expense — Other 

800 

Purchases Returns and 




Allowances 

3,000 




The following adjustments are to be made on December 31, 1949, 
before the books are closed: 

Inventories: 

Finished Goods, $51,200; Goods in Process, $58,000; Raw Materials, 
$36,600; Shipping Supplies, $1,800; Office Supplies, $1,000; Factory 
Supplies, $2,700. 

2. Depreciation and Amortization: 

Shipping department equipment, 12J %. 

Office furniture and fixtures, 10%. 

Machinery and Equipment, 5%. New machinery and equipment cost¬ 
ing $60,000 was installed on March 1, 1949. 

Buildings, 4%. Additions to the buildings costing $50,000 were com¬ 
pleted June 30, 1949. 

-'Patents were acquired January 2, 1943. They are being reduced by 

iV of cost each year. 

—Patterns and dies are reduced by 15% of the balance in the account, 
'‘^^ools are reduced by 20% of the balance in the account. 

Z. of net sales is to be added to the reserve for doubtful accounts. 
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4. Accrued Expenses: 

Salaries and wages: direct labor, $1,400; indirect labor, $300; sales 
salaries, $400; shipping department.salaries, $100. 

Interest on bonds is payable semiannually on February 1 and August 1. 
Interest on notes payable, $50. 

Property taxes, $2,000. 

5. Deferred Expenses: 

Insurance, $2,500. 

Interest on notes payable, $100. 

6. Accrued Income: 

Interest on notes receivable, $200. 

--Taxes, expired insurance, and building expenses are to be distributed 

as follows: to manufacturing operations, 70%; to selling operations, 
20%; to general operations, 10%. 

The following information is also to be recorded: 

(a) It is discovered that sales commissions of $1,200 were charged in 
error to the account Shipping Department Salaries. 

(b) On December 30 the board of directors declared a quarterly divi- 
dend on preferred stock and a dividend of $1.50 on common stock, 
payable January 25, 1950, to stockholders of record Jan. 15, 1950. 

(c) Provision is to be made for income taxes for 1949 at 30% of net 
income. 

The only changes in earned surplus during the year were the charges 
for the regular quarterly dividends on preferred stock. 

Balance of Earned Surplus, January 1, 1949.... .$118,275 

Instructions: (1) Prepare a ten-column work sheet. There should be a 
pair of columns for the trial balance, adjustments, manufacturing schedule, 
statement of profit and loss, and balance sheet. 

(2) Prepare (a) a balance sheet, (b) a statement of profit and loss sup¬ 
ported by schedules showing the cost of goods manufactured, selling ex¬ 
penses, and general and administrative expenses, and (c) a statement of earned 
surplus. 

(3) Draft all of the journal entries necessary to give effect to the fore¬ 
going information and to adjust and close the books of the corporation. 

(4) Draft the necessary reversing entries as of January 1, 1950. 

9 . The Burton Sales Company maintains two sales departments, Depart¬ 
ment A and Department B. A factory division of this company manu¬ 
factures merchandise that is sold only in Department A. Below is given 
a complete list of the account balances taken from the company’s general 
ledger on December 31, 1949, the end of a fiscal year. 


Cash 

20,160 

Merchandise Inventory, 


Notes Receivable 

10,000 

Dept. A 

14,800 

Notes Receivable 


Merchandise Inventory, 


Discounted 

2,500 

Dept. B 

12,200 

Accounts Receivable 

33,300 

Finished Goods Inventory 

6,400 

Reserve for Bad Debts 

460 

Goods in Process Inventory 

11,800 
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Raw Materials Inventory 

10,000 

Sales Returns and Allow¬ 


Store Building 

20,000 

ances, Department A 

5,400 

Reserve for Depreciation of 


Sales Returns and Allow¬ 


Store Building 

2,800 

ances, Department B 
Merchandise Purchases, 

2,000 

Factory Building 

40,000 


Reserve for Depreciation of 


Dept. A 

24,000 

Factory Building 

4,900 

Merchandise Purchases, 


Store Fixtures 

10,000 

Dept. B 

66,000 

Reserve for Depreciation of 


Freight In — Mdse. 

Store Fixtures 

4,200 

Purchases 

3,000 

Machinery and Equipment 

50,000 

Raw Materials Purchases 

41,400 

Reserve for Depreciation of 


Direct Labor 

50,400 

Machinery and 


Indirect Labor 

26,900 

Equipment 

14,000 

Factory Superintendence 

12,000 

Land 

40,000 

Factory Maintenance and 


Tools 

8,500 

Repairs 

1,500 

Patterns and Dies 

6,000 

Factory Heat, Light, Power 

14,000 

Goodwill 

20,000 

Taxes 

7,200 

Store Supplies, Dept. A 

2,100 

Miscellaneous Factory 


Store Supplies, Dept. B 

1,800 

Expense 

2,100 

Factory Supplies 

4,100 

Sales Salaries, Dept. A 

13,000 

Unexpired Insurance 

7,000 

Sales Salaries, Dept. B 

6,500 

Notes Payable 

6,000 

Advertising 

8,400 

Accounts Payable 

23,000 

Miscellaneous Store 


6% First Mortgage Bonds 

50,000 

Expense 

1,500 

Common Stock ($100 par) 

100,000 

Officers’ Salaries 

17,400 

Treasury Stock (Common, 


Postage, Telephone, and 


150 shares) 

15,000 

Telegraph 

300 

7% Cumulative Preferred 


Miscellaneous Office 


Stock ($100 par) 

50,000 

Expense 

1,800 

Earned Surplus 

26,205 

Interest Income 

545 

Sales, Department A 

262,400 

Purchases Discounts 

2,000 

Sales, Department B 

101,000 

Interest Expense — Bonds 

2,000 



Interest Expense — Other 

1,050 

The following information is to be considered in adjusting and closing 

the books on December 31, 1949: 



(a) Inventories: 




Mdse. Inventory, Dept. A 

16,000 

Store Supplies Inventory, 


Mdse. Inventory, Dept. B 

11,700 

Dept. A 

550 

Finished Goods Inventory 

7,600 

Store Supplies Inventory, 


Goods in Process Inventory 12,000 

Dept. B 

400 

Raw Materials Inventory 

8,600 

Factory Supplies 

900 


(b) Depreciation and Amortization: 

Store and factory buildings, 4%. An extension to the factory build¬ 
ing, costing $5,000, was completed October 1, 1949. 

Store fixtures, 20%. 

Machinery and equipment, 10%. 

Tools of $3,000 are to be written off to expense. 

Patterns and dies of $2,100 are to be written off to expense. 

(c) Bad Debts: 

Each department is to be charged with ^ of 1% of its net sales, and the 
reserve for bad debts is to be credited for this total. 
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(d) Accrued Expenses: 

Advertising, $1,500. 

Wages and Salaries: 

Direct Labor.$800 Sales Salaries, Dept. A.$250 

Indirect Labor. 450 Sales Salaries, Dept. B. 200 

Interest: Interest on the first mortgage bonds is payable semiannually 
on March 1 and September 1. 

(e) Prepaid Expenses: 

Insurance prepaid on December 31, $4,200. 

Taxes prepaid on December 31, $650. 

Interest prepaid on notes payable, $150. 

(f) Accrued Income: 

Accrued interest on notes receivable, $85. 

Expenses are to be distributed to departments as indicated below: 

Factory Dept. A Dept. B 

Taxes and expired insurance. 50 % 30 % 20% 

Selling and general expenses that 
cannot be identified with de¬ 
partments . 70 % 30 % 

Freight in on merchandise purchases is chargeable to departments on 
basis of purchases. 

The following information is also to be recorded: 

(a) In December the board of directors declared a regular quarterly 
dividend on preferred stock and a 6% dividend on common stock, 
dividends payable January 20, 1950. It was also decided to write 
off goodwill against Surplus at the end of the year. 

(b) Provision is to be made for income taxes for 1949 at 30% of the net 
income. 

Instructions: (1) Prepare a work sheet with columns as follows: 

Two columns for trial balance. 

Two columns for adjustments. 

Two columns in which will be summarized the cost of goods manufactured 
and transferred to Dept. A (finished goods remain in the factory until 
requisitioned by Dept. A). 

Two columns for income and expense of Department A. 

Two columns for income and expense of Department B. 

Two columns for nondepartmental income and expense (interest and 
discount items). Departmental profits or losses are carried to this 
pair of columns so that a balance may be determined here that shows 
the profit or loss for operations as a whole. 

Two columns for balance sheet items. 

(2) Prepare (a) a balance sheet; (b) a statement of profit and loss show¬ 
ing results of operations for Department A, Department B, and for the busi¬ 
ness as a whole; (c) a schedule supporting the statement of profit and loss 
to show the cost of goods manufactured and transferred to Department A; 
and (d) a statement of earned surplus (assume that surplus was affected only 
by regular quarterly preferred dividends in 1949 prior to December 31). 

(3) Draft all of the journal entries necessary to give effect to the fore¬ 
going information and to close the books. 

(4) Draft the necessary reversing entries as of January 1, 1950. 








CHAPTER IV 


CASH AND TEMPORARY INVESTMENTS 

NATURE OF CASH Cash is perhaps the most active item on the 

accounting statements. The movement of 
cash completes almost all purchases and sales transactions. Purchases 
of goods or services normally result in cash payments; sales normally 
result in cash receipts. Cash, more often than any other asset, is the 
item involved in business transactions. This condition is due to the 
nature of business transactions, which include a price expressed in 
money terms. 

In striking contrast with its activity is its unproductive nature. 
Since it is the measure of value, it cannot expand or grow unless it is 
exchanged. Large balances of cash on hand are often referred to as 
“idle cash.” To be most useful to a business enterprise, cash should be 
kept moving. 

COMPOSITION OF Cash includes amounts in banks subject to 

withdrawal and those money items on hand 
that can be used as a medium of exchange or that are acceptable for 
deposit by a bank at face value. Among the latter items may be in¬ 
cluded coins and currency, checks, bank drafts, and money orders. 

“Acceptance at face value on deposit” is a satisfactory test in 
classifying as cash the items that may be found in the cash drawer. It 
is assumed that deposits are made regularly, and such deposits become 
a basis for disbursements by the debtor. Although postage stamps may 
pass for mail payments of small amounts, they are not accepted for 
deposit and should be classified as office supplies rather than as cash. 
Post-dated checks are accounts receivable until the time when they 
can be deposited. Cash due memorandums for money advanced to 
officers and employees would represent receivables, in some instances 
less satisfactory receivables than those of trade customers. Paper 
left at a bank for collection would represent a receivable until collection 
is made and the amount is added to the depositor’s account. 

Cash balances not currently available for disbursement should not 
be reported as Cash for balance sheet purposes. Such items include 
time deposits in banks when banks exercise certain restrictions on 
fund withdrawals, cash in foreign banks when amounts cannot be 
withdrawn from such foreign countries, cash deposits on bids, options, 
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or contracts, cash funds held for special purposes, cash advances to 
buyers and salesmen as working funds, cash held by trustees for specific 
purposes, and balances in closed banks. While these items are assets 
and may actually represent current items, they do not qualify as cash. 
Similarly, stocks, bonds, and United States securities, while immedi¬ 
ately convertible into cash, do not constitute cash and should appear 
under some other appropriate title on the balance sheet. 

CONTROL OF CASH Cash is both active and liquid. Control of 

cash movements is necessary to prevent 
losses. While no system guarantees complete control of cash, the 
spreading of cash functions among several employees tends to insure 
its safe handling and accurate reporting. This division of work among 
several people is known as internal check. 

A satisfactory system of internal check should afford safeguards 
against practices resulting in the misappropriation of funds. When a 
person has access to cash and also the business records, the following 
fraudulent practices have been encountered: (1) Certain sales are 
not recorded, the money on such sales being pocketed. (2) A part of 
a customer’s remittance may be misappropriated, sales discounts or 
sales returns and allowances being charged for the cash withdrawn 
for personal use. (3) Bad debts or the reserve for bad debts is charged 
and the customer’s account is credited when payment is received and 
the proceeds are misused. (4) Invoices, vouchers, receipts, or payroll 
records are supplied in support of fictitious charges, and checks issued 
in payment of such charges are subsequently forged. (5) Purchases 
discounts or purchases returns and allowances may be omitted or 
understated, cash being credited for an excessive amount and cash 
equal to the fictitious charge misappropriated. 

Two additional practices, “check kiting” and “lapping,” should 
be prevented by an adequate system of internal check. 

“Check kiting” occurs when a check is drawn upon one bank 
account and is deposited in another bank account at the end of the 
month. The deposit is recorded by the second bank in the current 
month, but the check is not cleared so that the withdrawal is not 
recorded by the first bank. No entry is made in the books of account 
for the check. When the bank statements are received, the balance 
shown in the bank on which the check was drawn is unchanged because 
the check has not yet been presented to that bank for payment. At 
the same time the balance in the bank in which the check was deposited 
is increased. In this way a cash shortage may be concealed for the 
time being. 
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“Lapping” consists in postponing credits to customers accounts 
for cash received from them. For example, in successive days, cash is 
received from customers A, B, and C in amounts of $75, $90, and $100. 
A’s payment is withheld. A is subsequently credited with $75 out of 
B’s payment and the difference, $15, is taken. B is credited out of 
C’s $100 payment and the difference withheld once more. Thus, there 
is but a slight delay in recording any customer’s payment. The em¬ 
bezzler usually means to return the money and avoid the strain of 
“lapping” after he has made a “profit on his investments.” 

A system of internal check or control over cash funds should oper¬ 
ate to disclose cash discrepancies as well as to fix responsibility for any 
possible misappropriations or mistakes in handling and recording cash. 
Where misuse of funds or errors are indicated, it is only fail" to members 
of an organization that the causes be determined and the responsibility 
be fixed so that innocent parties may be spared any embarrassment. 

The system of internal check must, of course, be adapted to the 
business that it is to serve. It is not feasible to attempt to describe all 
of the features and techniques that might be employed in businesses 
of various kinds and sizes. In general, however, systems of internal 
control deny access to the records to those who handle cash. This 
reduces the possibility of improper entries to conceal the misuse of 
cash receipts and cash payments. It has been found that the mis¬ 
appropriation of cash is greatly reduced if two or more employees 
must conspire in the embezzlement. Further, the system normally 
provides for a separation of the receiving function and the paying 
function. The basic characteristics of a system of internal check are 
listed and described below: 

(1) Separation of handling and recording cash receipts. 

(2) Daily deposit of all cash received. 

(3) Internal audit at irregular intervals. 

(4) Voucher system to control cash payments. 

Normally an adequate system would require that sales receipts 
and cash remittances from customers be made available directly to 
the treasurer or the cashier for deposit, while records supporting such 
transactions as well as records supporting bank deposits be made 
available directly to the bookkeeping division. Frequently, for example, 
a clerk opens the mail, prepares lists of remittances in duplicate, and 
then sends the cash and one copy of the list of remittances to the 
cashier and the second copy of the list to the bookkeeping division. 
Entries in the books of original entry and postings to customers’ 
accounts are made directly from this list. Readings of cash registers 
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are made by some responsible party other than the cashier at the end 
of the day, and a summary of receipts is provided the bookkeeping 
division by this party for use in recording receipts. While deposits 
to the bank are made by the cashier or the treasurer, entries in the 
books are made from lists of remittances and register readings pre¬ 
pared by independent parties. If customers’ remittances are not 
listed and the cash is misused, statements to customers will be for 
excessive amounts and protests will lead to sources of the discrepancies; 
if cash receipts listed are not deposited properly, the bank record will 
not agree with cash records. 

The daily deposit of all cash received prevents sums of cash from 
lying around the office and being used for other than business purposes. 
Officers and employees have less opportunity to borrow on I.O.U.’s. 
When cash is deposited daily, the bank’s record of deposits is com¬ 
pared and must agree with the depositor’s record of cash receipts. 
This double record of cash provides an automatic check over cash 
receipts of the business and greatly facilitates the proper handling 
of cash. When total receipts are deposited daily, it becomes necessary 
to make special provision for petty cash disbursements. This is accom¬ 
plished by setting up a petty cash fund. 

A system of internal audit at irregular and unannounced intervals 
may be made a part of the system of internal check. A member of 
the auditing department verifies the records and checks upon the 
activities of those employees handling cash to make sure that the pro¬ 
visions of the system are being carried out. Such a control is partic¬ 
ularly desirable over petty cash and other cash funds wherein cash 
handling and bookkeeping are generally combined. 

The use of the voucher system to control cash payments is a 
desirable feature of cash control. Vouchers authorizing disbursements 
of cash by check are made at the time goods or services are received 
and found acceptable. As in the case of receipts, paying and recording 
activities are exercised by two different parties. Checks are issued by 
the treasurer only on the basis of vouchers approved by authorized 
officials. Both the receiving and the paying functions of the business 
are maintained as two separate systems. Vouchers filed according to 
due date provide financial officers with data regarding future demands 
upon cash. 

DOUBLE RECORD The preceding section listed the daily deposit 

OF CASH received as an important factor in 

the control of cash. If all cash receipts are deposited daily, then the 
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bank’s record of deposits must agree with the depositor’s record of 
cash receipts. It follows that all cash payments must be by check. 
Here, again, the bank’s record of checks paid should agree with the 
record of cash payments kept by the depositor. Two similar cash 
records are then available, one in the cash book and the other on the 
bank statement. 

Maintenance of the double record of cash involves two special 
business and accounting procedures described in the following sections: 
(1) the adoption of a system of cash disbursements from a petty cash 
fund, and (2) reconciliation of the bank balance with the cash balance 
at regular intervals. 

IMPREST SYSTEM OF Immediate cash payments and payments that 
CASH FUNDS small to be made by check may be 

made from a petty cash fund. Under the imprest system the petty cash 
fund is created by drawing a check payable to petty cash for the 
amount of the fund to be established. The cash is then turned over 
to a cashier or some person who is to be responsible for payments made 
out of the fund. The cashier generally requires a signed receipt for 
all payments made. A record of these payments may be kept in a 
petty cash journal. Whenever the amount of cash remaining in the fund 
runs low and at the end of each fiscal period, the fund is replenished 
by writing a check payable to petty cash equal to the payments that 
have been made from the fund. Replenishment is necessary whenever 
statements are to be prepared, since petty cash is reported on the 
balance sheet at the original balance and operating accounts should 
reflect all petty cash disbursements. 

The request for cash to replenish the fund is supported by a sum¬ 
mary and analysis of the signed receipts that were required at the time 
of the payments from the fund. This analysis is the basis for charges 
to the proper accounts for the amount of the replenishing check. The 
signed receipts are then filed as evidence supporting these entries. 

The cashier of the petty cash fund is held accountable for the total 
amount of the fund in his care. He must have on hand at all times cash 
and signed receipts equal in amount to the original balance of the 
fund. Inasmuch as the cashier normally keeps the petty cash records, 
the rule of separating the recording and handling of cash is not here 
enforced. Since the amounts involved are relatively small, however, 
and the entire proceedings are subject to internal audit, this practice 
may be considered permissible here. 

To illustrate the accounting procedures involved in the use of a 
petty cash fund, assume that on May 1, Martin Motors, Inc., sets up 
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a petty cash fund of $100; on May 23, the fund is replenished by 
$92.47, disbursements of this amount having been made as indicated 
by receipts 1-73; and on May 31, the end of the period, the fund is 
replenished by $35.18, disbursements of this amount having been 
made from May 24-31 as indicated by receipts 74-93. The following 
entries are required: 


May 1 Petty Cash Fund. 100.00 

Cash. 100,00 

To set up a petty cash fund. 

May 23 Various Expense, Asset, or Other Accounts 92.47 

Cash. 92.47 

To replenish the petty cash fund for 
disbursements, May 1-23, as shown 
by receipts 1-73. 

May 31 Various Expense, Asset, or Other Accounts 35.18 

Cash. 35.18 

To replenish the petty cash fund at 
the end of the month for disburse¬ 
ments, May 24-31, as shown by re¬ 
ceipts 74-93. 


If the business uses the voucher system, establishing and replenish¬ 
ing the fund requires the preparation of vouchers and entries in the 
voucher register. Charges in the voucher register are made to the 
accounts indicated above, but credits are made to Accounts Payable. 
The issuance of checks is recorded as a charge to Accounts Payable 
and a credit to Cash. The net effect in the accounts is exactly the same 
as illustrated above. 

Methods other than the imprest system are sometimes employed 
in handling petty cash. These may provide for checks of fixed amounts 
to be made to the petty cashier upon his request. Replenishing checks 
would not have to agree with the disbursements. Such procedures are 
sometimes called fluctuating fund methods to distinguish them from 
the imprest system that provides for a nonfluctuating fund. 

The imprest system may be employed not only for petty cash but 
also for other funds in a large organization where control over the cash 
of an affiliated unit is desired. For example, branch offices or agencies 
may be allowed a certain fund that is replenished for amounts equal to 
disbursements out of the fund. Evidence concerning payments out 
of the fund is submitted with the requests for replenishment. 


RECONCILIATION OF 
BANK BALANCES 


When daily receipts are deposited and pay¬ 
ments other than those from petty cash are 


made by check, the bank’s account of its transactions with the depositor 


provides a record that may be compared with the record of cash on the 
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depositor’s books. This comparison is usually made monthly when a 
statement is received from the bank. 

An understanding of the reciprocal relationship existing between 
the records of the bank and the depositor is necessary in the preparation 
of the reconciliation statement. All debit entries on the books of one 
party should be matched by credit entries on the books of the other 
party; all credit entries should be matched by debit entries on the 
books of the other. For example, a deposit is a debit to the bank on the 
depositor’s records, a credit to the depositor’s account on the bank’s 
records. A check drawn by a depositor is a credit to the bank on the 
depositor’s books and a debit to the depositor’s account on the bank’s 
records. These transactions are illustrated below: 


BANK’S BOOKS 
Mason Inc., Depositor 


Checks 


Deposits 


DEPOSITOR’S BOOKS 
Cash (First National Bank) 


Deposits 


Checks 


When the two records are compared, certain items may appear on 
one record and not on the other, resulting in a discrepancy in the two 
balances. For example, checks may have been entered in the cash 
records but may not yet have been presented for payment at the 
depositor’s bank. The subtraction then appears on the depositor’s 
record but not on the bank statement. In another instance, receipts 
of cash shown on the cash record may not be deposited until the 
following day; the bank statement balance, therefore, may not show 
the addition for receipts of the last day of the month. 

Other items resulting in discrepancies in the two records may in¬ 
clude collection fees or protest fees charged by the bank to the deposi¬ 
tor, drafts and notes collected by the bank on behalf of the depositor, 
and service charges made by the bank. The depositor may have no 
information concerning these items until the bank statement is re¬ 
ceived. If, after considering these items, the two balances cannot be 
reconciled, a detailed analysis of both the bank’s records and the 
depositor’s records may be necessary to determine whether errors 
have been made by either party in summarizing cash activities. The 
bank reconciliation, then, is a means of determining the accuracy of 
the cash records as they stand, as well as a basis for bringing the 
depositor’s records up to date. In view of the reciprocal nature of 
the depositor and bank records, required adjustments. in the two 
balances, apart from any corrections for errors that may be required, 
fall under one of four headings as follows: 
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There are two forms of the reconciliation statement. One form 
reports the two balances, and by adding needed adjustments to each, 
arrives at the correct cash balance in each case. Another form begins 
with the bank balance, adjustments being applied to this balance to 
obtain a reconciliation with the cash balance as shown oh the de¬ 
positor’s books. The first form is illustrated on the preceding page; 
the second form is illustrated below. 

The first form is perhaps preferable since it brings both figures to 
the correct cash balance for statement purposes. It is set up in two 
sections, the bank statement figures being adjusted in the first section 
and the cash account figures being adjusted in the second section. 
The first section contains items (1) and (2) listed on page 104 that the 
bank has not yet recognized with respect to the depositor, as well as 
any corrections for errors that may have been made by the bank. The 
second section contains items (3) and (4) that the depositor has not 
yet recognized with respect to the bank, as well as any corrections for 
errors that may have been made by the depositor. 


Reconciliation of Bank Balance to Cash Balance: 

MASON, INC. 

Bank Reconciliation Statement 
November 30, 1949 


Balance per bank statement, November 30, 1949.$2,979.72 

Add: Receipts for November 30 deposited on Decem¬ 
ber 1. $658.50 

Service charges. 3.16 

Charge for interest made to depositor's account 

by bank in error. 12.50 

Customer's check deposited November 29 
found to be uncollectible. 118.94 793.10 


Deduct: Outstanding checks: 

No. 1125. 

No. 1138 . 

No. 1152. 

No. 1154. 

No. 1155. 


$3,772.82 


$ 58.16 
100.00 
98.60 
255.00 

192.07 $703.83 


Check No. 1116 for $46 recorded by de¬ 
positor at $64 in error. 18.00 

Proceeds of draft collected by bank on 
November 30. 498.60 $1,220.33 


Balance per cash account, November 30, 1949 


$2,^52.49 
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The depositor shoxild enter on his books any items appearing on the 
bank books and requiring recognition on his books, as well as any 
corrections required for errors discovered on his own books. The bank 
should be notified by the depositor of any errors that the bank has 
made as disclosed in the course of reconciling the cash balances. The 
following entries are indicated on the books of Mason, Inc. by the 


reconciliation just made. 

Cash. 498.50 

Collection Fees. 1.50 

Notes Receivable. 500.00 

To record collection of a $500 time draft by 
the hank on which bank charges were $1.50. 

Cash. 18.00 

Advertising. 18.00 

To record correction for check in payment of 
advertising that was recorded at $64 instead of 
the actual amount, $46. 

Accounts Receivable. 118.94 

Miscellaneous General Expense. 3.16 

Cash. 122 10 

To record (1) customer’s uncollectible check 
and (2) bank charges for November. 


After these entries are posted, the cash account will show a balance 
of $2,946.89, the amount properly reportable on the balance sheet. 

The process of reconciliation as illustrated is used not only for 
checking cash balances, but also for reconciling other reciprocal bal¬ 
ances such as those involved in home office and branch relationships. 

MISREPRESENTATION OF While a system of internal check may provide 
CURRENT CONDITION effective control of cash, careful analy¬ 

sis by the accountant or auditor is still necessary at the end of the 
accounting period to determine whether transactions are recorded so 
as to present accurately the cash and current position of the business. 
Certain practices on the part of management designed to present a 
more favorable current condition than is actually the case are some¬ 
times encountered. Such practices are sometimes referred to as “win¬ 
dow dressing.” For example, cash records may be kept open for a few 
days beyond the end of the fiscal period. Cash received from customers 
during this period is reported as cash as of the end of the preceding 
period. A more liquid current position is thus reported. If the company 
goes further and uses this cash to pay off creditors, the ratio of current 
assets to current liabilities may actually be improved. For example, 
if the current ratio is 1.5 to 1 with current assets of $30,000 and current 
liabilities of $20,000, payment to creditors of $10,000 will make current 
assets $20,000 and current liabilities $10,000 a current ratio of 2 tp 1. 
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Such misstatement of the current position is also possible by writing 
checks at the end of the period in payment of obligations, but with¬ 
holding the actual mailing of such checks until some later date. A care¬ 
ful examination of the accounting records is necessary to determine 
whether any practices that result in a misrepresentation of the current 
condition have been employed. Where such practices are discovered, 
corrections must be made if the balance sheet is faithfully to present 
financial condition. 


CASH OVERDRAFTS A credit balance in the cash account resulting 

from the issuance of checks in excess of the 
amount deposited and available for payment of such checks is known 
as a cash overdraft and should be reported as a current liability since 
additional funds are required in meeting payment on checks out¬ 
standing. The existence of an overdraft may not necessarily occasion 
any embarrassment to the company if a number of checks are out¬ 
standing and deposits are made before checks are actually cleared. 
When a company has several deposits with a single bank, an overdraft 
may be offset against a positive bank balance for balance sheet pur¬ 
poses. Such practice should not be followed, however, where two 
different banks are involved; both the asset and the liability require 
appropriate recognition. In such an instance, a company may avoid 
reporting an overdraft on its financial statements by transferring funds 
from the positive balance to the account that is overdrawn prior to the 
end of the fiscal period. 


NATURE OF Since cash does not produce income unless it 

Jaent?'*^'*^ invest- jg invested, a company with an excess of 

available cash may deposit such funds as a 
time deposit or under a certificate of deposit at banks, or it may 
purchase securities that will pay interest or dividends. Additional 
income will thus be produced that would not be available if cash were 
left idle. Such investments representing a temporary conversion of 
cash are commonly reported in the current asset section of the balance 
sheet under the heading “Temporary Investments,” which follows 
Cash. Ordinarily such investments are made for seasonal periods of 
low activity and are converted into cash in periods of expanding 
operations. 

Securities that are purchased as temporary investments should 
actually be marketable on short notice. There should be a day-to-day 
market for them, and the volume of trading in the securities should be 
sufficient to absorb a company’s holdings without considerably affect¬ 
ing the market price. While there may be no definite assurance that 
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the securities will be disposed of without loss, it is essential that any 
possible loss resulting from such disposal be kept at a minimum. 
Securities that have a limited market and fluctuate widely in price are 
not suitable for temporary investments. The prices of United States 
government securities tend to be relatively stable and the market for 
these securities is quite broad. Because of these factors, short-term 
government securities are particularly suitable for temporary invest¬ 
ments in spite of their relatively low income return. 


COMPOSITION OF So long as the investments are readily avail- 

TUjVORARY INVEST- conversion into cash whenever cash 

is required, they may be shown under the 
heading of temporary investments. Such investments may be con¬ 
verted within a relatively short period after their acquisition, or they 
may be carried for some time. In either case, however, if they represent 
a ready source for cash, they are properly shown under the current 
heading. The following types of investments do not qualify as tem¬ 
porary investments, and care should be taken that these are not 
included in the current section: (a) reacquired shares of the company’s 
own stock, (b) securities held in subsidiary companies, (c) securities 
held for maintenance of business relations, and (d) other securities 
that are not available as a ready source of funds. 


RECORDING PURCHASE Stocks and bonds acquired as temporary 

investments are recorded at cost, which in- 
eludes brokers fees, taxes, and other charges 
relating to the purchases. When bonds are acquired and a charge is 
made for accrued interest. Interest Income is debited. This account 
is subsequently credited when interest for a full period is received or 
when the bonds are sold and accrued interest to the date of sale is 
received. The income account then shows the amount actually earned 
for the period of ownership. When the bonds are sold, the difference 
between the cost and the sales price is reported as the gain or loss on 
the sale. 


The entries that are required for a temporary investment in bonds 
are illustrated in the example on page 109. 

It should be observed that bonds are normally issued in $1,000 
denominations, and purchase at 104| indicates payment at the rate of 
$104.25 per $100, or $1,042.50 per $1,000 bond. Bonds with a face 
value of $100,000, then, cost $104,250. In the calculation of accrued 
interest on the purchase and sale of bonds other than obligations of 
the United States, each month is considered to have 30 days. Accrued 
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Transaction Entry 


April 1, 1949 

Purchased $100,000 National Corp. 
Bonds at 104}. Interest at 3% is 
payable semiannually on June 1 
and December 1. Paym?nt was 
made as follows: 

Bonds of $100,000 at 104}... $104,250 

Costs incident to pur¬ 


chase. 120 

Interest Dec. 1-Apr. 1. 1,000 

Total amount paid.$105,370 


Marketable Securi¬ 
ties— Investment 
in National Cor¬ 
poration 3’s. 104,370 

Interest Income. . . 1,000 

Cash. 105,370 


June 1, 1949 

Received semiannual interest on in¬ 
vestment. 

Cash. 

Interest Income.. 

1,500 

1,500 

November 1, 1949 

Sold $100,000 National Corp. bonds 
at 103^. Cash proceeds were as 
follows: 

Bonds of $100,000 at 103^.. $103,875 
Interest June 1-November 1 1,250 

Cash. 

Loss on Sale of 
Marketable Se¬ 
curities . 

Interest Income 
Marketable 
Securities — 
Investment 
in National 
Corporation 

3^s. 

105,025 

595 

1,250 

$105,125 

Less costs incident to 

sale. 100 



Net amount received.$105,025 


104,370 


interest on the purchase for four months in the above example is con¬ 
sidered as 120/360 of a year. If the purchase were made on April 12, 
instead of April 1, interest would be calculated for four months and 
eleven days or 131/360 of a year. In the case of Federal obligations, 
the exact number of days is calculated and the year is considered to 
have 365 days in calculating the fractional part of the annual interest 
that is accrued. 

The employment of cash for seven months in the above example 
produced a net income of $1,155, the difference between interest income 
of $1,750 and the loss on the sale of $595. A decrease in the market 
price of the bonds of two points in place of the | point decline shown 
(104}-103|) would have made the investment unprofitable to the 
corporation. 

When an investment in stock consists of several purchases and a 
part of the holdings are sold, a question arises as to what part of the 
total cost is to be related to the sale in calculating the gain or the loss 
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on the sale. Federal tax regulations do not permit the use of an average 
cost, but provide that where the identity of the lot sold cannot be 
ascertained, cost is determined on a first-in, first-out basis, the stock 
sold being considered as relating to the earliest purchase. Normally, 
it would be possible to identify the lot sold and to use the related cost; 
however, if security certificates have been turned in for a single certifi¬ 
cate covering the entire holdings, a sale of only a part of the holdings 
requires calculation of cost on a first-in, first-out basis. Ordinarily, 
security accounts are maintained in accordance with the tax law re¬ 
quirements so analyses and adjustments will not be required in con¬ 
verting accounting data for tax return purposes. Entries to illustrate 
an investment in stock are shown in the example that follows: 


Transaction Entry 


April 1, 1949 

Purchased 100 shares of Wilson Co. 
4% Preferred, par $100, at 103|. 
Payment was made as follows: 

100 shares at 103|. $10,312.50 

Costs incident to pur¬ 
chase. 50.00 

Marketable Securities - 
Wilson Pre¬ 
ferred . 10,362.50 

Cash. 10,362.60 

Total amount paid .... $10,362.50 


June 1, 1949 

Purchased 100 shares of Wilson Co. 
4% Preferred at 109f. Payment 
was made as follows: 

100 shares at 109|. $10,975.00 

Costs incident to pur¬ 
chase. 50.00 

Marketable Securities — 

Wilson Pre¬ 
ferred. 11,025.00 

Cash. 11,026.00 

Total amount paid , $11,025.00 

July 1, 1949 

Received semiannual dividends on 
investment. 

Cash. 400.00 

Dividend In¬ 
come. 400.00 

November 1, 1949 

Sold 100 shares of Wilson Co. 4% 
Preferred at 108. Cash proceeds 
were as follows: 

100 shares at 108. $10,800.00 

Less costs incident to sale 40.00 

Cash. 10,760.00 

Marketable 

Securities — 

Wilson Pre¬ 
ferred . 10,362.50 

Gain on Sale 
of Market¬ 
able Securi¬ 
ties. 397.50 

Net amount received .. $10,760.00 
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It is assumed in the foregoing example that the lot acquired first 
was sold, resulting in a gain of $397.50. Sale of the second lot would 
have resulted in a loss of $265, but the cost of the remaining asset 
would then be $10,362.50 and not $11,025 as above for subsequent 
accounting and tax purposes. 


VALUATION OF Three practices of valuing marketable securi- 

MCURITIK**'^ found: (1) cost, (2) market, and 

(3) cost or market, whichever is lower. 
Marketable securities are commonly reported at cost, particu¬ 
larly in the absence of significant changes in value since the date of 
purchase. Carrying investments at cost is consistent with income tax 
requirements, since for tax purposes the basis for investments is cost, 
and gains and losses cannot be recognized until securities are sold. 


The use of current market for the valuation of marketable securities 
on the balance sheet date results in anticipating losses and gains that 
are as yet unrealized. To anticipate losses is widely accepted as a con¬ 
servative accounting practice; however, this same conservatism would 
require that gains be disregarded until a transaction establishes their 
realization. The preparation of tax returns, furthermore, will require 
analysis of the accounts to determine original costs. 


The conservative position of “cost or market, whichever is lower” 
is frequently taken in reporting marketable securities. This practice is 
consistent with valuation employed for inventories. If the security 
costs are to be preserved for tax purposes, however, the securities are 
best reduced to market by means of a valuation reserve. To illustrate 
the procedure that may be followed if investments are to be reported 
on the balance sheet at “cost or market, whichever is lower,” assume 
securities with costs and with market values as of December 31,1949, 
as follows: 


Cost Market 


1,000 shares of Carter Common. $20,000 $16,000 

$25,000 Emerson 6% Bonds. 25,000 25,500 


$45,000 $41,500 


The following entry is made to recognize the market fluctuation: 


Unrealized Loss — Decline in Value of Marketable 

Securities. 3,500 

Reserve for Decline in Value of Marketable Securities 3,600 
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The balance sheet would show: 

Marketable Securities, at cost. 45,000 

Less Reserve for Decline in Value of Marketable 
Securities. 3,500 

Securities at Market Value, December 31, 1949. 41,500 

This information could also be reported: 

Marketable Securities (cost $45,000) at market. . . . 41,500 


The $3,500 loss would be reported with the extraordinary items in 
the lower section of the statement of profit and loss. 

Assuming that the securities are sold in January, 1950, for $42,000, 
the entry would be: 


Cash. 42,000 

Reserve for Decline in Value of Marketable Se¬ 
curities. 3,500 

Marketable Securities — Carter Common. 20,000 

Marketable Securities — Emerson 5% Bonds. ... 25,000 

Gain on Sale of Marketable Securities. 500 


It should be noted that both the $3,500 loss and the $500 gain 
would not be recognized for tax purposes; instead a $3,000 loss would 
be reported on the tax return for 1950 when securities that cost $45,000 
realize onjy $42,000. 


TEMPORARY 
INVESTMENTS ON 
BALANCE SHEET 


Since temporary investments are readily 
convertible into cash, they are properly 
shown in the current section of the balance 


sheet. Ordinarily temporary investments follow cash and precede 
receivables and inventories that cannot be so readily converted into 
cash. One exception to the current classification for marketable 
securities may be mentioned. Certain companies may use excess cash 
for the purchase of United States Treasury Tax Savings Notes. These 
certificates, while redeemable at cost, accrue interest if they are held 
and subsequently used to discharge Federal income taxes. Where it is 
the intent of management to use the notes for this purpose, it is proper 
to accrue interest and report the tax value of the notes as of the balance 
sheet date as an offset to the tax liability account. The purchase of 
the notes is thus recognized, in effect, as an advance payment on 
taxes. However, the treatment in this instance is not to be regarded 
as implying that other offsets of receivable and payable balances may 
be made where such a direct relationship does not obtain. 
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QUESTIONS 

1. Stanley, Inc. posted from all of its books of original entry except the 
cashbook on June 30. The bookkeeper kept the cashbook open until 
July 10 in order to show cash collections of $10,000 and payments to 
short-term creditors of $10,000. (a) Do you approve? Why? (b) If the 
balance sheet showed a current ratio of 2 to 1 with current assets of 
$20,000 and current liabilities of $10,000, what was the correct current 
ratio? 

2. Define ‘internal check.” Suggest the different techniques that might 
be employed in adopting a system of internal check for cash. 

3. Explain “check kiting’' and “lapping.” Mention at least five other 
practices that result in misappropriation of cash in the absence of an 
adequate system of internal check. 

4. What two methods may be employed in the establishment of a petty 
cash fund? Which would you recommend? Why? 

5. What two methods may be employed in reconciling the cash balance? 
Which would you recommend? Why? 

6. An examination on the morning of January 2 by the auditor for the 
Davis Manufacturing Company showed the following items in the petty 
cash drawer: 


Currency and coin. $ 12.56 

lOU’s from members of the office staff. 60.00 

An envelope containing collections for a football pool, with office 

staff names attached. 10.00 

Petty cash vouchers for: 

Typewriter repairs. $2.50 

Stamps. 5.00 

Telegram charges. 6.50 14.00 


Employee’s check postdated January 15. 50.00 

Employee’s check marked “N.S.F.”. 70.00 


Check drawn by Davis Manufacturing Company to Petty Cash.. 92.00 

$308.56 


The ledger account showed a $300 balance for Petty Cash, (a) What 
adjustments should be made on the auditor’s working papers in order that 
petty cash may be correctly stated on the balance sheet? (b) What is 
the correct amount of petty cash for the balance sheet? (c) How could 
the practice of borrowing by employees from the fund be discouraged? 

7, The following items were found in the cash drawer on June 30, and 
had been included as Cash on the balance sheet for the Mitchell Co. How 
should each of the items have been reported? 
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(a) Customer’s check for $200 returned by the bank marked “Not 
Sufficient Funds.” 

(b) Customer’s check for $150 dated July 5. 

(c) Cashier’s note for $100 with no due date. 

(d) Postage stamps sent in with box tops for prizes, $9.83. 

(e) Postal money orders from customers awaiting deposit, $45. 

(f) Receipt for expense advances to buyers, $175. 

(g) Change fund, $100 in coins. 

8. The Wilson Co. receives its bank statement for the month ending 
June 30 on July 2. The bank statement shows a balance of $231. The cash 
account as of the close of business on June 30 shows a credit balance of 
$123. In reconciling the balances, the auditor discovers the following: 

-Receipts of June 30, $1,860, were not deposited until July 1. 

Checks outstanding on June 30 were $2,215. 

The bank has charged the depositor for overdrafts, $10. 

A canceled check to S. S. Dohr for $56 was entered in cash payments 
in error as $65. 

Prepare a bank reconciliation statement. (Use the form that reconciles 
bank and depositor figures to corrected cash balances.) 

9. The treasurer of the Ringham-Olson Corporation, on the recom¬ 
mendation of the board of directors, deposited $10,000 in a special bank 
account to be used currently for construction of a new building. How 
should this cash fund be shown on the balance sheet? 

10. On reconciling the cash account with the bank statement, it is found 
that the general cash fund is overdrawn $436 but that the bond redemption 
account has a balance of $5,400. The treasurer wishes to show Cash as a 
current asset at $4,964. Discuss. 

11. Define “temporary investments.” Distinguish between “temporary 
investments” and “marketable securities.” 

12. Hanson Products Co. acquired marketable securities in 1949 for 
$60,000. In June, 1950, these securities have a market value of $85,000. 
The treasurer insists that the balance sheet as of June 30 should show the 
securities at $85,000, since they were “just as good as cash.” Comment 
on this proposal. 

13. An examination of marketable securities on hand for the Cross 
Corporation on December 31 discloses the following cost and market 
values: 


Market Quotations 
Total Cost on Dec. 31 

500 shares of Sailyers Common. $12,000 16j 

$60,000 Randall Co. First Mortgage 5’s.... 61,000 102| 

How would this information be presented on the balance sheet accord¬ 
ing to the three methods that might be employed? Which method would 
you recommend? Why? 
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14 . The Westlake Co. acquired 3,000 shares of Nelson Corporation 
common in three 1,000 share lots at costs of 10, 121, and 17 respectively. 
One thousand shares of the stock are sold in 1949 at 16^. What is the 
entry to record the sale? Assuming that operations for 1949 are profit¬ 
able and that the Westlake Co; would like to avoid recognizing a profit 
on the sale of this security in 1949, are there any recommendations that 
you can make? 

15. The accountant for the Goodwin Co. has offset account balances as 
follows in preparing a balance sheet: 

United States Treasury Tax Saving Notes, $14,000, has been offset 
against Estimated Federal Income Taxes Payable, $20,000. 

An overdraft of $120 in the Payroll Fund kept with the Second National 
Bank has been offset against the general cash balance kept with the 
same bank. 

Advances of $500 to buyers has been offset against accrued sales salaries 
of $1,200. 

$1,000 receivable from Jones Wholesalers has been offset against a note 
payable of $1,200 that was sent to Jones Wholesalers as a result of a 
previous purchase. 

Comment on the foregoing practices. 


PROBLEMS 

1. The cash account of Burt and Hall, Inc. showed a balance of $7,217.32 
on April 30,1949. The bank statement as of April 30 showed a balance of 
$6,270.67. Upon comparing the statement with the cash records, it was 
found that: (1) Burt and Hall’s account had been charged for a customer’s 
uncollectible check amounting to $407.20 on April 26; (2) a two-month, 
6%, $1,000 note dated February 25, di.scounted on April 12, had been 
protested April 26, protest fees, $2.90; (3) a customer’s check for $90 
had been entered as $70 both by the depositor and the bank but was later 
corrected by the bank; (4) check No. 742 for $392 had been entered in 
the cashbook as $329, and check No. 747 for $42.10 had been entered as 
$421; (5) there was a bank service charge for the month of March amount¬ 
ing to $9.72; (6) a bank memo stated that A. L. Davis’ note for $600 had 
been collected April 29 (the note had been sent to the bank for collection 
on April 27 but no entry had been made at that time); (7) receipts of 
April 30 for $1,640 were not deposited until May 2. 

The following checks were outstanding on April 30: 

No. 712 $13.46 No. 786 $160.00 

740 43.20 787 139.43 

782 135.00 788 312.68 

784 381.50 

786 12.00 
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Instructions: (1) Construct a bank reconciliation statement, using the 
form where both bank and cash balances are reconciled with corrected cash 
balance (the form illustrated on page 104). 

(2) Give the journal entries required as a result of the information given 
above. (Assume that the company makes use of the voucher system.) 

2. The Wells Company received its bank statement for the month ending 
June 30,1949. The auditor, in attempting to reconcile the statement with 
the books, discovered the following: 

The cashier, who was also the bookkeeper, had misappropriated $150 
by “lapping’' and an additional $200 by passing a noncash credit through 
the sales returns and allowances account. 

The bank had charged the depositor with: protest fee, $1.53; collection 
charges, $1.67; and telegram, 89 cents. 

A check made payable to W. C. West in payment of account for $30 
was incorrectly recorded as $20. 

Outstanding checks were as follows: 

No. 112 $ 50.00 No. 153 $ 453.78 

138 160.00 154 532.23 

152 85.07 155 1,215.00 

Receipts of June 30 for $1,154.63 were not deposited until July 1. 

The balance on the bank statement was $872.90. The cash account 
showed an overdraft of $454.46. 

Instructions: (1) Prepare a bank reconciliation statement, using the form 
where the bank balance is reconciled with the balance per books (the form 
illustrated on page 105). 

(2) Give all of the required journal entries indicated by the preceding. 

3. A bank statement for Merrick, Inc. shows a balance as of December 31 
of $1,536.40. The cash account for the company as of this date shows an 
overdraft of $302.60. In reconciling the statement with the books, the 
following items are discovered: 

(1) The cash balance includes $200 representing change cash on hand. 
When the cash on hand is counted, only $192.50 is found to be on hand. 

(2) The cash balance includes $300 representing a petty cash fund. 
Inspection of the petty cash fund reveals cash of $210 on hand and a 
replenishing check drawn on December 31 for $90. 

(3) Proceeds from cash sales of $580 for December 27 were stolen. 
The company expects to recover this amount from the insurance company 
and has made no entry for the loss. 

(4) The bank statement shows the depositor charged with a customer’s 
N.S.F. check for $75, bank service charges of $21.50, and a check for $86 
drawn by Merritt, Inc. and incorrectly cleared through this account. 

(5) The bank statement does not show receipts of December 31 of 
$1,214, which were deposited on January 2. 

(6) Checks outstanding were found to be $4,315.50. This includes 
the check transferred to the petty cash fund and also two checks for $110 
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each payable to W. A. Fox. Fox had notified the company that he had 
lost the original check and had been sent a second one, the company 
stopping payment on the first check. Among the checks outstanding is 
one for $60 that has. been outstanding for fourteen months, and it is 
decided to cancel this item since the payee cannot be found and payment 
probably will never be claimed. 

Instructions: (1) Prepare a bank reconciliation statement, using the form 
where both bank and cash balances are reconciled with the corrected cash 
balance (the form illustrated on page 104). 

(2) Give the correcting entries required by the foregoing. 

(3) List the cash items as they should appear on the balance sheet on 
December 31. 

4. The Barker Co. shows the following information relating to marketable 
securities on its balance sheet on December 31, 1948: 


Dale Sales $3 Preferred, 500 shares. $ 9,040.50 

Eastern Manufacturing Common, 100 shares. 2,450.00 

Fairfield 4 % Preferred, 100 shares. 2,000.00 

Goodwin Co. First Mortgage 4^% Bonds (Face $10,000). 10,200.00 

Total Marketable Securities (current market 

value, $26,600). 23,690.50 

Accrued Interest on Goodwin Co. Bonds. 112.50 

Total. $23,803.00 


Purchases and sales of securities during 1949 were as follows: 

Jan. 10. Purchased 100 shares of Eastern Manufacturing Common at IS-J 
plus costs of $20. 

Jan. 20. Received quarterly dividend on Dale Sales Preferred. 

Mar. 15. Sold holdings in Dale Sales Preferred and Fairfield Preferred at 21f 
and 26 respectively. Costs of $100 and $40 respectively were in¬ 
curred on the sales. 

Mar. 25. Sold Eastern Manufacturing Common acquired on January 10 at 
16^ less costs of $20. 

Apr. 1. Received semiannual interest on Goodwin Co. First Mortgage 
Bonds. 

May 1. Sold Goodwin Co. First Mortgage Bonds at 102f plus accrued 
interest, less costs of $100. 

Dec. 11. Purchased $10,000 Temple Co. 5% bonds at 95 plus accrued interest 
and additional costs of $100. Interest on bonds is payable on May 1 
and November 1. 

Dec. 15. Purchased 100 shares of Purcell Co. 6% Preferred at 105 plus costs 
of $60. 

On December 31, market quotations of securities owned were as 
follows: Eastern Manufacturing, Common, 15^; Temple Co. bonds, 94^; 
Purcell Co. Preferred, 101^. It is decided to reduce the investments to 
current market value for balance sheet purposes by means of a reserve. 

Instructions: (1) Journalize the foregoing including any fidjustments 
required on December 31, 1949. 

(2) Show the information relating to marketable securities as it would 
appear on the balance sheet prepared on December 31, 1949. 
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5. The balance sheet of Burton and Cummings, Inc. shows the following 
current assets as of December 31, 1949: 


Current Assets: 

Cash. $ 95,831.67 

Temporary Investments. 200,745.00 


$296,576.67 


In examining the books, the following information is revealed with 
respect to the current assets: 

Cash includes a demand deposit of $16,143.67 at the First National 
Bank; a time deposit of $12,000 that may not be withdrawn until after 
April 1, 1951; customers' checks not yet deposited, $600, and customers' 
returned N.S.F. checks, $200; a demand deposit of $12,170, which is 
unavailable, being in a bank in a foreign country at war; an overdraft of 
$340 in the Second National Bank; a time deposit of $8,000 in a building 
and loan savings association that is closed; advances of $2,000 to officers; 
sinking fund cash of $19,758; a pension fund of $25,000 for employees; 
and a petty cash fund of $300, of which $75 is cash, $60 is in the form of 
employees' LO.U.'s, and $165 is supported by receipts for expenses 
paid out of the fund. 

The following securities have been included under the temporary 
investments heading: 


Burton and Cummings, Inc., Treasury Stock. . . 
Stock of Eger Corporation (temporary holding). 
Greer and Hammer, Inc., 6% bonds (interest 
payable March 1 and Sept. 1). Face value, 
$7,000. Acquired on September 1, 1949 

(temporary holding). 

3% United States Treasury Bonds (interest 
payable on March 1 and September 1), Face 
value, $20,000. Purchased with pension sink¬ 
ing fund cash. Acquired on September 1, 

1949. 

Anderson Company Stock (temporary holding). 
Herrald Company Stock (stock of subsidiary 

company). 

Dodd Corporation Stock (temporary holding).. 


Cost 


$ 5,000.00 

4,455.00 


7,210.00 


20,400.00 

4,012.00 

152,750.00 

8,100.00 


Market Value 
(Including 
Accrued 
Interest) 

$ 5,010.00 
4,010.00 


7,225.00 


20,500.00 

3,750.00 

151,950.00 

8,300.00 


Instructions: Show cash and temporary investments as these items should 
properly appear in the current section of the balance sheet. Provide schedules 
to show how foregoing balances are determined and what disposition is to be 
made of items not appropriately shown under the cash and temporary invest¬ 
ment headings. Assume that marketable securities are valued at cost or 
market, whichever is lower, by means of a reserve. 








CHAPTER V 
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Business today is largely based on credit. 
Goods and services are sold on account, 
and collection of the account follows some time after the sale. In 
the meantime the seller has a claim against the buyer. Ultimately 
such a balance is either collected in cash or charged off as an 
uncollectible. 

COMPOSITION OF In its broadest sense, a receivable is any claim 

money from outsiders. Receiv¬ 
ables are found in the form of notes and accounts. Notes are commonly 
accepted by commercial banks for discount; hence they are considered 
more liquid than accounts. 

While trade acceptances are frequently included with notes, it may 
be desirable in certain instances to report them separately. A trade 
acceptance is a bill of exchange, drawn by the seller on the purchaser 
of goods, and accepted by the purchaser. As such it is preferred by 
banks for discounting purposes, since it is the obligation of a party who 
purchased merchandise and who should be in a position to pay this 
obligation promptly from funds made available from the sale of the 
merchandise. Further, the names of both the party who drew up the 
draft and the party who accepted the draft appear on the draft, and 
either party can be held for its ultimate payment. 

Notes receivable as reported on the balance sheet should include 
only short-term notes acquired from trade debtors that are not yet 
due. Notes arising from other sources, though current, and notes past 
due should be reported separately. 

Accounts receivable broadly include all receivables other than those 
supported by some form of commercial paper. In a credit business 
most receivables arise from the sale of goods and services. While such 
items might better be called “Trade Debtors,” it has become estab¬ 
lished practice to refer to these as accounts receivable and to provide 
more descriptive terms for receivables arising from sources other than 
sales. 

Accounts receivable as reported on the balance sheet shoidd include 
only trade accounts that are expected to be collected within a relatively 
short period and in the regular course of business. Trade accoimts 
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that do not qualify under this definition should be shown under sepa¬ 
rate headings. For example, trade accounts arising from installment 
sales that call for payments over a period of several years should be 
reported separately. Furthermore, trade accounts that are not expected 
to be collected in cash should be reported separately. An example 
of such receivables are customer container charges that will be can¬ 
celed upon the return of the containers. 

All receivables other than regular trade accounts should be recorded 
in appropriately titled accounts and reported separately. The following 
are examples of the items that are separately shown: receivables from 
the sale of securities, fixed assets, or property other than services or 
merchandise; receivables on uncompleted contracts; capital stock sub¬ 
scriptions receivable; receivables from officers, agencies, and affiliated 
companies; deposits with creditors and other agencies; purchase pre¬ 
payments; claims against transportation companies or insurance com¬ 
panies for losses or damages; claims for rebates and tax refunds; and 
interest and dividends receivable on investments. 

For balance sheet classification purposes, each nontrade item re¬ 
quires analy.sis to determine whether it will be collected currently. 
Dividends receivable, for example, are ordinarily collectible within a 
relatively short period and hence represent a current asset. In the case 
of receivables from officers and affiliated companies, it may be found 
that recovery in the near future is improbable in view of the nature of 
the transaction, postponements of payments in the past, or intent on 
the part of the parties to delay action on repayment. Under such 
conditions it may be appropriate to report the receivables under some 
noncurrent classification. Current receivables other than trade items 
are frequently classified under the current asset subtitles “Accrued 
Receivables” and “Other Receivables.” 

VALUATION OF Notes receivable are normally reported at 

RECEIVABLES value. The face value may include inter¬ 

est charges to maturity if the note is non-interest-bearing. If interest- 
bearing, the face value of a note does not include accrued interest. 
Accounts receivable are stated at the amount that is expected to be 
collected according to the terms of the sale. 

The amount of cash that is realized on accounts receivable is 
almost always somewhat less than the gross amount of the receivables. 
It is normally desirable, therefore, that an estimate be made of the 
amount of the receivables that may prove uncollectible. 

The estimated uncollectible amount of receivables is shown in an 
asset valuation account. This account is commonly called “Reserve 
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for Bad Debts” or “Allowance for Bad Debts.” As explained in 
Chapter II, the reserve is established on the books by means of an 
adjusting entry, Loss from Bad Debts being charged and the reserve 
account being credited. By this means the loss is identified with the 
period in which the credit was granted and the income from the 
transactions was recognized. The reserve is subtracted from Accounts 
Receivable or from the sum of Notes Receivable and Accounts Re¬ 
ceivable where both items are assumed to include uncollectible 
amounts. 


MEASUREMENT OF The amount to be shown as a reserve for bad 

debts may be based on (1) the amount of re¬ 
ceivables or (2) the amount of sales. Where 
accounts receivable are used as a basis for the calculation of the reserve, 
the problem is viewed as one involving primarily the proper valuation 
of a current asset item. Basing the adjustment on sales considers the 
problem from the point of view of the accurate measurement of in¬ 
come. A periodic charge based on sales is receiving increasing support. 
A description of the methods employed under each of these two 
bases follows. 


Perhaps the most satisfactory of the methods wherein receivables 
are used as a base is the one commonly called aging receivables. If 
past-due accounts are removed from the current group and are shown 
as a separate ledger group of accounts, this group becomes the source 
of the data for the aging process. All past-due accounts are simply 
listed on an analysis sheet and are carried across into a series of columns 
showing the period past due for each item. An illustration of such an 
analysis is shown below: 


PARKER AND POPE 


Analysis of Receivables — December 31,1949 


Customer 

Amount 

Less 

THAN 

1 Month 
Past 
Due 

1-2 

Months 

Past 

Due 

2-3 

Months 

Past 

Due 

3-6 

Months 
Past | 
Due 

6 

Months- 
1 Year 
Past 
Due j 

More 

THAN 

1 Year 
Past 
Due 

A. B. Andrews 

B. T. Brooks 

B. Bryant 

L. B. Devine 

K. Flood 

450 

300 

200 

100 

200 

200 

100 

450 

100 

200 i 


200 

• 

M. A. Young 

400 







Total 

7,550 

3,000 

1,200 

650 

500 

800 

1,400 


















1S2 


INTERMEDIATE ACCOUNTING 


[Ch. 5 


Estimated loss percentages, based upon past experience as well as 
current conditions, are developed and are applied to the different 
account classifications in estimating the total uncollectibles. The 
calculation of the reserve following the analysis of accounts receiv¬ 
able and the development of estimated loss percentages is illustrated 
below: 


PARKER AND POPE 

Estimated Amount of Uncollectible Accounts — December 31,1949 


Classification 

Balance from 
Analysis 
Sheet 

Bad Debt 
Experience 
Percentage 

Estimated 
Amount of 
Uncollectibles 

Not over 30 days past due. 

$3,000 

5% 

$ 150 

31-60 days past due. 

1,200 

10% 

120 

61-90 days past due. 

650 

20 % 

130 

91 days-6 months past due . .. 

500 

30% 

150 

6 months-1 year past due . . 

800 

60% 

400 

More than one year past due. .. 

1,400 

80% 

1,120 


$7,550 


$2,070 


Loss from Bad Debts is now debited and Reserve for Bad Debts is 
credited for the amount required to bring the reserve account up to the 
determined balance, $2,070. Assuming that the reserve account shows 
a credit balance of $620 before adjustment, the following entry is made 
to bring the balance up to the estimated amount: 


Loss from Bad Debts. 1,450 

Reserve for Bad Debts. 1,450 


To increase the balance in the valuation account 
from $620 to $2,070 as determined by analysis 
of accounts receivable. 

A second method, using receivables as a base, is to estimate and 
maintain the reserve at a standard percentage of receivables on hand. 
Assuming receivables of $60,000 at the end of the period, a credit 
balance in the reserve account before adjustment of $200, and a stand¬ 
ard rate of 3 per cent, the reserve would be increased by this method 
to a balance of $1,800. Loss from Bad Debts is debited and the reserve 
account is credited for $1,600. While the determination of the reserve 
balance here is simpler, this method cannot be considered as accurate 
as the “aging” method. 

When the provision for bad debts is expressed as a percentage of 
sales, the credit to the reserve account depends upon the sales for the 
period. Since bad debts occur only on credit sales, it would seem logical 
to develop a percentage to be applied to sales on account. However, 
inasmuch as this may require extra work in analyzing sales data and 
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maintaining records of cash sales and credit sales, it is frequently the 
practice to develop and apply a percentage based upon total sales. 
Unless there is considerable fluctuation in the proportion of cash and 
credit sales from year to year, the total sales method is as satisfactory 
as the credit sales method. 

As shown in the previous paragraphs, the reserve for bad debts 
balance is established and maintained by means of adjusting entries 
at the close of each accounting period. If the adjusting amounts are 
too large, the reserve balance will be unnecessarily inflated and profits 
understated; if they are too small, the reserve balance will be inade¬ 
quate and profits will be overstated. Care must be taken to see that 
the account balance follows the credit experience of the particular 
business. It is well to check the balance in the reserve account occa¬ 
sionally by some process such as “aging receivables” to be certain that 
it is being maintained satisfactorily. 

The reserve balance is reduced by charges for accounts that prove 
uncollectible. When positive notice is received of the worthlessness of 
an account, the loss is recorded by a debit to the reserve and a credit 
to the receivable. Occasionally accounts that have been charged off as 
worthless are unexpectedly collected. The original entry whereby the 
customer's account was written off against the reserve may be re¬ 
versed, inasmuch as the receipt of the payment shows that entry to 
have been in error, and the receipt of cash may then be recorded in 
the usual manner. 

One may find, in the case of many small businesses and in certain 
instances where estimated losses on accounts receivable cannot be 
reliably determined, that no provision is made at the end of the period 
for a reserve. Instead, bad debts are recognized as a loss in the period 
in which the accounts are determined to be uncollectible. When bad 
debts are not anticipated by the establishment of a reserve, accounts 
found to be bad are written off by a charge to Loss from Bad Debts 
and a credit to the customer’s account. If an account written off is 
unexpectedly recovered in the same period, the entry to record the 
loss may be reversed and the collection recorded in the usual manner. 
If recovery is made in a subsequent period, it is necessary to charge 
Accounts Receivable and credit Gain from Collection of Accounts 
Charged Off in Previous Period. Both the method of anticipating 
losses by the reserve procedure and the method of recognizing losses 
only when these are determined are acceptable for income tax^iurposes, 
provided the method adopted is consistently employed. The two 
methods are compared on the following page. 
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Transaction _Entry 



Assuming that bad debts 
are charged to a reserve 
set up in anticipation of 
such losses: 

Assuming that bad debts 
are charged to operations 
in the period in which the 
losses are determined: 

1. To increase reserve for 
bad debts at the end 
of the period. 

Loss from 

Bad Debts 1,000 

Res. for 

Bad Debts 1,000 


2. To write off customers* 
accounts assumed to 
be worthless. 

Res. for Bad 

Debts 850 

Accounts 

Receivable 850 

Loss from Bad 

Debts 850 

Accounts 

Receivable 850 

3. To restore customer’s 
account previously 
written off but now 
determined to be col¬ 
lectible, 

(a) assuming determi¬ 
nation is made in 
period of write-off. 

(b) assuming determi¬ 
nation is made in 
subsequent period. 

Accounts Receiv¬ 
able 100 

Res. for Bad 

Debts 100 

Accounts Receiv¬ 
able 100 

Res. for Bad 

Debts 100 

Accounts Receiv¬ 
able 100 

Loss from Bad 

Debts 100 

Accounts Receiv¬ 
able 100 

Gain from Col¬ 
lection of Ac¬ 
counts Charged 

Off in Previous 

Period 100 

4. To record collection 
of customer’s account. 

Cash 100 

Accounts 

Receivable 100 

Cash 100 

Accounts 

Receivable 100 


While the foregoing discussion has been restricted to the concepts 
governing the establishment of a reserve for uncollectible items, the 
establishment of similar receivable reserves for such items as discounts, 
returns and allowances, freight charges to be deducted by customers, 
and collection costs may be suggested by conditions obtaining in 
certain cases. Procedures involved in setting up such reserves are 
similar to those discussed for bad debts. 


USE OF RECEIVABLES A business frequently requires cash for cur- 
OF CASH purposes in excess of the amount on 

hand and of the amount becoming available 
in the normal course of operations. The business may borrow cash 
by the issuance of notes or other forms of indebtedness, or it may 
obtain cash by using accounts receivable or notes receivable as a 
basis for a cash advance from a bank or a finance company. The 
latter procedures are described in the remaining pages of this chapter. 
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ASSIGNMENT OF 

ACCOUNTS 

RECEIVABLE 


In order to obtain immediate cash, accounts 
receivable may be (1) pledged, (2) assigned, 
or (3) sold. 


Advances are frequently obtained from banks by pledging accounts 
receivable as security on the loan. Ordinarily, collections are made by 
the borrower, who is required to use this cash in meeting his obligation 
to the bank. The bank, in such instances, is given access to the bor¬ 
rower’s record to determine whether remittances are being properly 
made on pledged accounts. 


Certain finance companies will advance cash upon the assignment 
to them of a given amount of accounts receivable. Such assignments 
are generally accompanied by a guarantee on the part of the assignor 
that he will make up any deficiency in the event the accounts fail to 
realize the agreed amount. Amounts recovered in excess of the sum 
of the advance and of the finance company’s charges accrue to the 
assignor. Collections are often made by the borrower, who turns the 
cash over to the assignee, although there are instances where collections 
are actually made by the finance company. 


Certain persons or finance companies may operate as factors, 
purchasing accounts receivable. Such purchase is usually made on a 
“without recourse’’ basis, and the factor may actually make collections. 
Because of the added risk borne by the factor, the charge made here 
exceeds the interest charge involved in borrowing cash from a bank or 
the flat charge plus interest charges involved in the assignment process. 


Certain special accounting problems are involved in connection 
with assignments. While the assignment of accounts receivable may 
be compared with the discounting of customers’ notes and similar 
accounting may be employed, it is simpler practice to treat the rela¬ 
tionship with the finance company as a loan, secured by specific assets 
that will be used to liquidate the loan. Two entries may be made at 
the time the advance is received and the accounts receivable are 
assigned. One entry records the obligation to the finance company for 
the advance and the flat charge. A second entry sets apart under 
separate control the accounts receivable representing the security to 
be used for payment of the loan. 


To illustrate accounting for the assignment of accounts receivable 
following the procedure just explained, assume that the Masters Com¬ 
pany on March 1 assigned accounts receivable of $24,000 to the Jones 
Finance Corporation and received $19,500 in cash, a charge of $500 
being made for the advance. The entries on the books of the Mast«^ 
Company are: 
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Transaction__Entry on Borrower's Books 


Mar. 1 Assigned accounts receivable of 
$24,000 to Jones Finance Corp., 

Accounts Receivable 
Assigned. 

24,000 


receiving $19,500 representing 

Accounts Receivable. 

24,000 

$20,000 less a charge of 21 % on 
the advance. 

Cash. 

19,500 

Assignment Expense... 
Jones Finance Corp. . 

500 

20,000 


Mar. 31 Collections for March, $15,000. 
Remitted this amount to finance 
company to apply on advance to¬ 
gether with interest at 6% for 
one month on this amount. 

Cash. 

Accounts Receivable 
Assigned. 

Jones Finance Corp. .. . 

Interest Expense. 

Cash. - . 

15,000 

15,000 

75 

15,000 

15,075 

Apr. 30 Collections for April, $7,500. 

Cash . 

. 7,500 


Remitted balance owed to finance 

Accts. Rec. Assigned .. 

7,500 

company, $5,000, together with 
interest at 6% for two months 

Jones Finance Corp. 

. 5,000 

on this amount. 

Interest Expense. 

50 



Cash. 


5,050 

Returned remaining assigned ac¬ 

Accounts Receivable . . 

. 1,500 


counts to unassigned accounts 

Accts. Rec. Assigned 


1,500 

control. 



If a balance sheet is prepared before the finance company has 
received full pajmient, the total of accounts assigned less the portion 
required to cover the claim of the finance company is reported as an 
asset. A statement should also be made concerning the contingent 
liability on the part of the company to meet the obligation in the event 
that assigned accounts fail to realize enough to liquidate the loan. To 
illustrate, if in the preceding example a balance sheet were to be pre¬ 
pared on March 31, accounts receivable and information relating to 
assigned accounts may be reported as follows: 

Current Assets: 

Accounts Receivable. 50,000 

Company’s Interest in Assigned Accounts Receivable: 

Assigned Accounts. 9,000 

Less Interest of Jones Finance Corp. in 
Assigned Accounts (company is contin¬ 
gently liable as guarantors of assigned 
accounts). 6,000 4,000 

Total Accounts Receivable. 64,000 

It should be noted that when collections are made by the finance 
company, a procedure similar to that illustrated could still be em¬ 
ployed. However, in such a case entries would be made when informa¬ 
tion is received from the finance company concerning collections, 
interest charges, and the return of accounts in excess of claims. 
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DISCOUNTING Cash may be obtained by having customers’ 

CUSTOMERS* NOTES notes discounted by the bank or by some other 
agency willing to accept such instruments. If a customer’s note is 
non-interest-bearing, credit is received for the face value of the note, 
less a charge for interest, known as discount, for the period from the 
date the note is discounted to the date of its maturity. If the note is 
interest-bearing, the maturity value of the note is first determined. 
The amount that is paid for the note is the maturity value of the note 
less discount calculated on this maturity value from the date the note 
is discounted to its maturity. In calculating the interest charge for 
short-term notes, it is the usual practice to use the exact number of 
days from the date of discount to the due date of the note. 

To illustrate the foregoing, assume that a customer’s $1,000, 
2-month note dated December 1 is discounted on December 11 at 
6 per cent. In figuring time, the wording on the note is followed. The 
above note is due two months hence, or on February 1. If it were a 
60-day note, it would be due on January 30 (30 days remaining in 
December and 30 days in January). The discount period is calculated 


as follows: 

December 11-31. 20 days 

January . 31 days 

February 1 (due date). 1 day 

Total. 52 days 

Assuming that the note is non-interest-bearing, the cash proceeds 
on discounting the note are calculated as follows: 

Maturity value of note. $1,000.00 

Discount on $1,000 for 52 days at 6%. 8.67 

Discounted value of note. $ 991.33 


The following entry is made: 

Cash. 

Interest Expense. 

Notes Receivable. 

Had customer’s $1,000 non-interest-bearing 
note discounted, 52 days at 6%. 

The discount of $8.67 may be calculated as follows: 

52 6 

Principal X Time X Rate = Interest $1,000 X X = $8.67 

obu lUU 

It should be observed that in interest calculations involving short¬ 
term notes, 360 days rather than 365 or 366 days are generally used as 
the equivalent of a year. Where this is the case, the “6 per cent 


991.33 

8.67 

1,000.00 
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method” may prove more convenient than the above calculations in 
determining interest. Inasmuch as the year is considered to consist of 
360 days, interest at 6 per cent for 60 days is one sixth of a full year’s 
interest, or 1 per cent. This may be computed by merely moving the 
decimal point in the principal two places to the left. Interest at 
6 per cent for 30 days would be one half of that for 60 days; interest 
for 6 days would be one-tenth of that for 60 days. By using such 
simple combinations, the interest at 6 per cent on any amount can be 
readily determined. In discounting the note above, the discount could 
be calculated by the use of this method as follows: 


(a) Interest on $1,000 for 60 days at 6% (.01 principal). $10.00 

(b) Less: interest on $1,000 for 6 days at 6% (.001 principal) $1.00 

(c) interest on $1,000 for 2 days at 6% of amount 

in (b)l.33 1.33 

(d) Interest on $1,000 for 52 days at 6%. $ 8.67 


If the interest rate above were more or less than 6 per cent, the 
amount of interest at 6 per cent would first be computed and then 
increased or decreased according to the relationship that the given 
rate bears to the 6 per cent base figure. For example, if the interest 
rate above were 7 per cent, the interest amount at 6 per cent is multi¬ 
plied by i or increased by ^ [$8.67 -1-(eX $8.67, or $1.45) =$10.12, 
interest for 52 days at 7 per cent]; if the interest rate were 4 per cent, 
the interest amount at 6 per cent is multiplied by i or decreased by 
^ [$8.67-(J of $8.67, or $2.89) =$5.78, interest for 52 days at 4 per 
cent]. 

It was assumed in the example above that the discounted note was 
non-interest-bearing, hence had a maturity value of $1,000. If the 
note provides for payment of principal plus interest at 6 per cent at 
maturity, and it is discounted at 6 per cent, determination of the cash 
proceeds would be as follows: 


Principal of note. $1,000.00 

Interest to maturity (60 days at 6%). 10.00 

Maturity value of note. $1,010.00 

Discount on $1,010 for 52 days at 6%. 8.75 

Discounted value of note. $1,001.25 


In recording the transaction, it would be possible to credit 
Interest Income for $10 and to debit Interest Expense for $8.75. The 
item $8.75, however, may be considered an adjustment of interest 
income. If the note had been held until maturity, interest of $10 
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would have been earned. By having the note discounted prior to 
maturity, the net gain amounted to only $1.25. This amount is 
recorded as income as follows: 

Cash. 1,001.25 

Notes Receivable. 1,000.00 

Interest Income. 1.25 

When a person endorses a note upon its transfer, he becomes liable 
to subsequent holders of the note for its full payment if the maker of 
the note fails to make payment at maturity. Discounting a note 
therefore results in a contingent liability. If, in the above example, it 
is desired to show the resulting contingent liability on the books, the 
following entry is made: 


Cash. 1,001.25 

Notes Receivable Discounted. 1,000.00 

Interest Income. 1.25 


When the person who holds the note at maturity receives payment 
from the maker, the contingent liability on the part of an endorser 
comes to an end and the following entry is made: 


Notes Receivable Discounted. 1,000.00 

Notes Receivable. 1,000.00 


The Notes Receivable Discounted balance may be reported on the 
balance sheet as a subtraction from Notes Receivable. This serves to 
reduce notes to the balance actually held, as well as to show the con¬ 
tingent liability arising from the transfer of notes. The use of the 
notes receivable discounted account gives the same final result as that 
which is obtained when Notes Receivable is credited for each note 
that is discounted. 

Since data concerning the total notes discounted is of concern only 
on the balance sheet date and this total can be determined readily 
from an examination of the detailed record of notes at the end of the 
period, normally the extra work involved in maintaining a notes 
receivable discounted balance is not warranted. Appropriate comment 
concerning notes discounted would nevertheless be made on the 
balance sheet by means of a parenthetical remark, a footnote, or a 
comment under a separate contingent liabilities heading. 

If a note that has been discounted is not paid when it is due, the 
party who discounted the note notifies the endorser. The endorser is 
then required to make payment to the party who discounted the note. 
This payment will consist of the amount of the note and interesl^ as 
well as any fees and costs relating to collection. The endorser should 
charge this total to the maker of the note. Cash being credited. Some- 
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times instead of a separate account with the maker of the note, an 
account entitled Notes Receivable Dishonored or Past-Due Notes is 
debited. Such an account summarizes payments made by the endorser 
and recoverable from the parties who originally issued the instruments. 
If the contingent liability had been recorded at the time the note was 
discounted, it should be removed by a debit to Notes Receivable Dis¬ 
counted and a credit to Notes Receivable. 

If at a later date the maker pays the dishonored note with addi¬ 
tional interest. Cash is debited and the maker’s account and Interest 
Income are credited. Ordinarily interest for the overdue period is 
figured only on the principal sum owed at the legal rate as required by 
the laws of the particular state. If part or all of the balance proves 

Illustration 1. Discounting a customer’s non-interest-bearing note: 


Entries on Books of Phillips, 
Transactions the Customer 


December 1: 

Issuance of 2-month, non-interest-bear¬ 
ing note. 

Accounts Payable — 

S.R. Turner 1,000.00 

Notes Payable 1,000 00 

December 11: 

Note discounted for 52 days at 6^;,. 


December 31: 

Adjustment at end of annual fiscal 
period to record deferred interest for 
32 days. 


January 1: 

Reversing entry. 


(1) Assuming that the note is paid at 
maturity: 

February 1: 

Payment of note. 

Notes Payable. . . 1,000 00 

Cash. 1,000 00 

(2) Assuming that the note is not paid at 
maturity: Turner pays the note and 
collects from the maker 90 days after 
due date with interest at 6^^, the 
legal rate. 

February 1: 

Failure to pay by maker; payment of 
note by endorser with protest fee, $2. 


May 2: 

Payment by maker of note, including j 
protest fee and interest on $1,000 for 
overdue period at 6%. 

Notes Payable. 1,000.00 

Interest Expense... 15.00 

Miscellaneous 

Expense. 2.00 

Cash. 1,017.00 
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uncollectible, any unpaid balance is written off against the reserve for 
bad debts. 

Two sets of illustrations will be offered: (1) discounting a cus¬ 
tomer’s non-interest-bearing note, and (2) discounting a customer’s 
interest-bearing note. 

Assume that J. P. Phillips gives S. R. Turner a 2-month, non- 
interest-bearing note dated December 1 in payment of an account. 
The note is discounted by Turner on December 11 at 6 per cent, and 
the contingent liability is recorded. Also assume (1) that Phillips 
pays the note at maturity, and (2) that he fails to pay the note until 
90 days after it is due, but that he does pay it at that time with interest 
and protest fees. The transactions would be recorded as shown across 
the double page below: 


Entries on Books of Turner, Entries on Books of Party Dis- 

the Seller counting Note 


Notes Receivable.... 
Accounts Receiv¬ 
able — J.P.Phillips 

1,000.00 

1 

1,000 00 


Cash. 

Interest Expense. . . 
Notes Receivable 
Discounted . 

991.33 

8.67 

1,000.00 

Notes Receivable... 

Cash. 

Interest Income. 

1,000.00 

991.33 

8.67 

Deferred Interest 

Expense. 

Interest Expense 

5.33 

5.33 

Interest Income.... 
Unearned Interest 
Income . 

5.33 

5.33 

Interest Expense 
Deferred Interest 
Expense 

5 33 

5 33 

Unearned Interest 

Income. 

Interest Income. 

5.33 

5.33 

Notes Receivable 

Discounted. 

Notes Receivable 

1,000.00 

1,000.00 

Cash. 

Notes Receivable. 

1,000.00 

1,000.00 


Accounts Receiv - 
able — J. P. Phillips 
Cash. 

1,002.00 

1,002.00 

Cash. 

Notes Receivable. 
Protest Fees. 

1,002.00 

1,000.00 

2.00 

Notes Receivable 

Discounted . 

Notes Receivable. 

1,000.00 

1,000.00 



Cash. 

Accounts Re¬ 
ceivable — J. P. 

Phillips. 

Interest Income.. 

1,017.00 

1,002.00 

15.00 
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Illustration 2, Discounting a customer's interest-bearing note: 


Entries on Books of Phillips, 

Transactions the Customer 


December 1: 

Issuance of 2-month, 6% note. 

Accounts Payable — 
S. R. Turner. 

Notes Payable 

1,000.00 

1,000.00 

December 11: 

Note discounted for 52 days at 6 %. 


December 31: 

Adjustment at end of annual fiscal 
period to record accrued interest for 30 
days. 

Interest Expense. . . 
Accrued Interest 
on Notes Pay¬ 
able . 

5.00 

5.00 

January 1: 

Reversing entry. 

Accrued Interest on 

Notes Payable. 

Interest Expense. . 

5.00 

5.00 

(1) Assuming that the note is paid at 
maturity: 




February 1; 

Payment of note and interest for two 
months. 

Notes Payable 
Interest Expense. . 
Cash. 

1,000.00 

10.00 

1,010.00 


(2) Assuming that the note is not paid 
at maturity. Turner pays the note 
and collects from the maker 90 days 
after due date with interest at 6%, 
the legal rate. 

February 1: 

Failure to pay by maker; payment of 
note by endorser including interest, 
$10, and protest fee, $2. 


May 2: 

Notes Payable. . . 

. 1,000.00 

Payment by maker of note, including 

Interest Expense 

25.00 

interest, protest fee, and interest on 
$1,000 for overdue period at 6^. 

Miscellaneous 

Expense 

2.00 

Cash 

1,027.00 


Assume that the note given Turner hy Phillips is a 2-month, 
6 per cent note. Entries would be made as shown in the illustration 
that is given on this and the following page. Also assume (1) that 
Phillips pays the note at maturity and (2) that he fails to pay the 
note until 90 days after it is due. 
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Entries on the Books of Turner, Entries on Books of Party Discounting 

the Seller Note 


Notes Receivable.. . 1,000.00 

Accounts Receiv¬ 
able — J. P. 

Phillips. 1,000.00 


Cash. 1,001.25 

Notes Receivable 

Discounted .... 1,000.00 

Interest Income. . 1.25 

Notes Receivable... 1,000.00 

Interest Income 1.25 

Cash. 1,001.25 


Accrued Interest on 

Nctes Receivable... 5.00 

Interest Income .. 5.00 


Interest Income... 5.00 

Accrued Interest 
on Notes Receiv¬ 
able ... 5.00 

Notes Receivable 

Discounted. 1,000.00 

Notes Receivable 1 000,00 

Cash . 1,010.00 

Notes Receivable. 1,000.00 

Interest Income. 10.00 

Accounts Receiv¬ 
able — J. P. Phillips 1,012.00 

Cash. 1,012.00 

Notes Receivable 

Discounted . 1,000.00 

Notes Receivable 1,000 00 

Cash. 1,012.00 

Notes Receivable. 1,000.00 

Interest Income .. 10.00 

Protest Fees .. 2.00 


Cash. 1,027.00 

Accounts Receiv¬ 
able—J.P. Phillips 1,012.00 

Interest Income. 15.00 


ujvil€?T lfiMJ T^**AMn balaiice sheet items described in Chap- 

RECEIVABLES ON IV and V constitute a company’s liquid 

BALANCE SHEET assets and measure its ability to meet its 

obligations to the short-term creditor group. It is very important 
that these significant items be properly measured and reported. 
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The amount of cash reported as a current asset on the balance 
sheet must be immediately available to pay current liabilities. The 
temporary investments should be convertible into cash on short 
notice without appreciable loss. The receivables should be collectible 
within a relatively short period, and due allowance should be made 
through appropriate reserves for expected shrinkage in receivables. 

Cash is the first current item shown and is frequently reported as a 
single item, although it may be made up of a number of cash funds and 
bank balances reported in separate accounts. Temporary investments, 
generally subdivided as to special cash deposit balances and marketable 
securities, follow cash. Information concerning both cost and market 
is shown for marketable securities. Normally, the order of receivables 
is (1) notes — trade debtors, (2) accounts — trade debtors, (3) ac¬ 
crued receivables, (4) other current receivables. The detail reported 
for classes (3) and (4) depends upon the relative significance of the 
various items. A bad debt reserve is deducted from the receivable 
balance or balances to which it relates. Notes receivable may be 
shown gross, with notes receivable discounted shown as a deduction 
from this balance, or notes may be reported net, the contingent liability 
on notes receivable discounted being separately mentioned. When the 
customers’ ledger shows credit balances in certain customers’ accounts 
resulting from overpayments, returns and allowances made after 
payment, or deposits on merchandise not yet shipped, such balances, 
if material in amount, should be described and separately reported on 
the liability side of the balance sheet. Accounts receivable, then, are 
reported at the gross figure rather than at this amount less credit 
balances appearing in the customers’ accounts. 

Cash and receivable items as these might appear on a balance 
sheet are shown below: 

Current Assets: 

Cash on Hand and Demand Deposits. 55,000 

Temporary Investments: 

Special Cash Deposits. 20,000 

Marketable Securities (United States and Canadian Gov¬ 
ernment Securities having a market value of $131,500) . 129,000 

Total Temporary Investments. . 149,000 

Receivables: 

Customers: 

Notes and Acceptances (the Company is 
contingently liable on customers' notes dis¬ 


counted of $35,000). 28,000 

Accounts. 160,000 


188,000 

Less Reserve for Bad Debts. 4,000 184,000 


Interest and Dividends Receivable. 2,500 

Refundable Income Taxes of Prior Years. 45,000 

Sundry Loans and Accounts Receivable. 12,000 


Total Current Receivables 


243,500 
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QUESTIONS 

1. An analysis of the receivable balance of $8,702 on the books of Burke, 
Inc., on December 31 revealed the following: 

Accounts from sales of last three months (appear to be fully 


collectible). $7,460 

Accounts from sales prior to October 1 (of doubtful value).... 1,312 

Accounts known to be worthless. 320 

Dishonored notes. 800 

Credit balances in customers’ accounts. 1,190 


(a) What adjustments are required? (b) How should the various balances 
be shown on the balance sheet? 

2. The Phillips Corporation shows on its balance sheet one receivable 
balance that includes the following items: (1) advances to officers, 
(2) deposits on machinery and equipment being produced by various 
companies for the Phillips Corp., (3) traveling expense advances to 
salesmen, (4) acknowledged damage claims against transportation com¬ 
panies, (5) estimated Federal income tax refunds, (6) accrued interest 
on notes receivable, (7) United States Treasury Notes, (8) overdue notes, 
and (9) receivables from foreign subsidiary company. Comment on the 
treatment of each item. 

3. Soon after C. & R., Inc. had mailed statements to customers on the 
first of the month, three complaints were received stating that credit 
had not been given for checks mailed at least a week before the end of the 
previous month. Upon investigating the complaints, the proper credits 
were found to have been made to the customers' accounts as of the second 
and third of the month. Is there need for any further investigation? 

4. The bookkeeper of Wells, Inc. believes he can show a more accwate 
valuation of notes and accounts receivable by aging the notes and ac¬ 
counts and establishing a reserve on this basis than he can by crediting 
the reserve account with a percentage of net sales on account. Do you 
agree? Give the advantages of each procedure. 

5. The unadjusted trial balance of the Morton Company showed among 
other balances the following accounts: Cash, $1,190; Accounts Receivable, 
$9,930; Notes Receivable, $3,400; Merchandise Inventory, $8,500; Re¬ 
serve for Bad Debts, $380; Sales, $65,400; Sales Returns and Allowances, 
$1,400. The current merchandise inventory is $6,800. Provision for bad 
debts is made at i% of net sales. Prepare the current asset section of the 
balance sheet. 

6. In its reserve against accounts receivable, the Powers Corporation 
allows for discounts to be taken by customers and for probable mer¬ 
chandise allowances. Would you approve such a procedure? Why? 

7. A corporation sold land and buildings for $50,000. A down payment 
of $10,000 cash and four $10,000 notes, due at six-month intervals, were 
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received in payment. How should these notes be shown on the balance 
sheet? 

8. Distinguish between the practices of (a) pledging, (b) assigning, and 

(c) selling accounts receivable. Describe the accounting procedure to be 
followed in each instance. 

9. Best Dealers, Inc. assign accounts of $80,000 to the Ace Finance Co., 
guaranteeing these accounts and receiving an 80% advance less a flat 
commission of 5%. Accounts of $60,000 are collected, and remittance is 
made to the finance company; the remaining accounts are written off 
against a reserve as bad. Additional accounts of $20,000 are assigned, and 
$8,000 is collected on these accounts. Settlement is made with the finance 
company, including payment of $1,200 for interest. What entries are 
required on the books of Best Dealers, Inc. to record the assignment and 
the subsequent transactions? 

10. P. R. Thompson reports the contingent liability arising from having 
customers’ notes discounted by a footnote on the balance sheet. Is this 
acceptable? Suggest two other methods that may be used to show this 
information. 

11. Arthur Albert has heard that if he endorses customers’ notes “without 
recourse,’’ he will avoid any contingent liability on such notes. Is this 
assumption justified? What practical difficulties may Albert face in 
following such a practice? 

12. On September 15 each of the following notes is discounted by the 
bank at 6% for M. C. Felter. Give the cash proceeds on each note: 

(a) Felter’s own 30-day, $750 note. 

(b) Customer’s 60-day, $1,000, non-interest-bearing note dated 
August 15. 

(c) Customer’s 60-day, $1,500, 6% note dated August 31. 

(d) Customer’s 90-day, $1,276.20, 5% note dated September 10. 

(e) Customer’s 90-day, $1,512, 7^% note dated August 1. 

13. Joe Burk received from John Carl a 60-day, 6% note for $3,000, 
dated November 6,1949. On December 6, Burk had Carl’s note discounted 
at 6% and recorded the contingent liability. The bank protested non¬ 
payment of the note and charged the endorser with protest fees of $2.75 
in addition to the amount of the note. On January 29,1950, the note was 
collected with interest at 8% from the maturity date. What entries would 
appear on Burk’s, Carl’s, and the bank’s books as a result of the foregoing? 

14. B. M. Lowell, who has been recording his contingent liability on 
notes receivable discounted, has noticed that he has been held liable on 
nearly as many customers’ checks as he has on notes. He suggests setting 
up a “checks endorsed’’ account to show his contingent liability on checks. 
Is this advisable? 
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PROBLEMS 

1. The following post-closing trial balance is taken from the books of 
Westmore, Inc. on December 31, 1949: 

WESTMORE INC. 

Post-Closing Trial Balance 
December 31, 1949 


Cash. 7,350 

Marketable Securities. 22,600 

Notes Receivable. 24,000 

Accounts Receivable, Net. 41,000 

Merchandise Inventory. 30,000 

Equipment. 55,000 

Reserve for Depreciation of Equipment. 5,500 

Buildings. 60,000 

Reserve for Depreciation of Buildings. 8,000 

Land. 33,000 

Supplies. 900 

Notes Payable. 22,000 

Accounts Payable. 49,900 

Capital Stock. 150,000 

Surplus. 38,450 


273,850 273,850 


An examination of the composition of the cash account reveals the 


following: 

Petty Cash Fund: 

Cash. 40 

Expense vouchers. 180 

Postage stamps. 30 250 

Cash on hand awaiting deposit. 900 

Checking account with California Bank (overdrawn). 1,800 

Employees Benefit Fund with California Bank. 5,000 

Deposit on merchandise ordered and to be completed by 
March 1, 1950. 3,000 


7,350 


The following items were shown under marketable securities: 


3% Treasury Bonds (interest payable Mar. 1 and Sept. 1), 

$3,000 face, purchased Nov. 1, 1949, at cost plus accrued 

interest for. 3,116 

(Market value of these bonds, Dec. 31, 1949, was $3,120 
and accrued interest.) 

Stock of the Glendale Mercantile Co. (purchased in order to 

secure a valuable long-term business contract) at cost. 10,000 

(Market value of this stock, Dec. 31, 1949, was $10,000.) 
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Stock of Standard Motors, Inc., acquired as a temporary 


investment, at cost. 3,200 

(Market value of this stock, Dec. 31, 1949, was $3,500.) 

Cash surrender value of life insurance policies on the principal 
officers. 6,286 


22,600 

The notes receivable were as follows: 


Notes receivable, customers. 15,200 

Notes receivable, officers (current). 4,600 

Notes receivable from sale of equipment, due March 1, 1951 4,000 

Accrued interest on notes. 200 


24,000 


Customers' notes of $8,000 that were discounted have not yet ma¬ 
tured. Notes Receivable was credited when the notes were discounted. 

Following is a classification of accounts receivable: 


Customers’ accounts. 33,500 

Employees’ accounts (current). 6,000 

Acknowledged claim for damages against Western Railroad.. 1,600 

Refundable Federal income taxes of prior years (current) .... 2,300 

Cash advanced to salesmen for traveling expenses. 1,200 

44,500 

Less reserve for doubtful accounts. 3,500 


41,000 


The balance of the reserve for doubtful accounts is considered adequate. 

Instructions: Prepare a balance sheet showing asset and liability items 
properly classified. 

2. Wesley, Inc. assigned $50,000 in accounts to the AAA Finance Co. on 
March 1. Seventy-five per cent of this amount was advanced, less a 2J% 
commission charged by the finance company. Interest on the amount 
owed is to be figured at 7%. The assignor continues to make collections 
on the accounts and makes monthly remittances of amounts collected. 

Collections of $26,000 were made in March, remittance being made on 
March 31. 

Collections of $9,500 were made in April, remittance being made on 
April 30. 

Accounts of $1,200 were written off as bad in May, collections were made 
on the balance of accounts, and settlement was made with the finance 
company on May 30. 

Instructions: Give the entries on the books of the assignor and the assignee 
to record the foregoing transactions. 
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3. The Sports Shop assigns certain accounts receivable to the State 
Finance Co. on the following basis: 80% is advanced, a charge of 5% 
being made on the amount advanced, and interest at 6% is charged on 
the amount owed; the finance company makes collections, the assignor 
guaranteeing all accounts. Transactions in March and April follow: 

Mar. 1. Received remittance upon the assignment of $40,000 in accounts 
to the finance company. 

Mar. 31. Received notice that accounts of $26,000 were collected and that 
$130 was due for interest. Sent check to State Finance Co. for in¬ 
terest charge. 

Apr. 30. Received check in settlement from finance company, together with 
a summary reporting that all accounts were collected with the 
exception of one from R. R. Davis for $400 which was being re¬ 
turned. In making settlement, the State Finance Co. deducted $60 
as their charge for interest on April collections. 

Instrvctions: Give the entries that would appear on the books of the 
Sports Shop. 

4. W. R. Weber completes the following transactions among others: 

Oct. 1. Received a $1,000, 60-day, 6% note dated October 1 from A. L. 
Kelly, a customer. 

5. Had own $5,000, 90-day note discounted at the bank at 6%. 

20. Received a $1,500, 60-day, non-interest-bearing note dated October 
19 from A. T. Eaton, a customer. 

31. Had Kelly’s note discounted at the bank at 6%. 

Nov. 4. Had Eaton’s note discounted at the bank at 6%. 

12. Issued a $1,400, 60-day, 7% note to R. A. Ray in payment of 
account. 

18. Had own $5,000, 60-day note discounted at the bank at 6%. 

21. Received from R. F. Smith, a customer, a $2,500, 90-day, 6% note 
dated November 1, payable to Smith and signed by the Gay Corpo¬ 
ration. Upon endorsement, gave the customer credit for the matur¬ 
ity value of the note less discount at 7%. 

25. Received a $1,000, 60-day, 6% note dated November 24 from 
T. A. Tucker, a customer. 

Dec. 1. Received notice from the bank that Kelly’s note was not paid at 
maturity. Protest fees of $2.50 were charged by the bank. 

16. Received payment from Kelly on his dishonored note including 
interest at 8% on the face value of the note from the maturity date. 

Instructions: (1) Give the journal entries to record the above transactions, 
showing contingent liabilities in the accounts. (Show data used in calculations 
with each entry.) 

(2) Give the adjusting entries that would be necessary on December 31 
as a result of the foregoing. 

(3) Indicate which adjusting entries should be reversed. 

5. The following are some of the transactions completed by C. C. Quinn 
over a three-month period: 

Oct. 9. Had own $2,000, 90-day note discounted at the bank at 6%.. 

10. Received from L. 0. Gordon, a customer, a $2,000, 60-day, 7% 
note dated October 9. 
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Oct. 11. Received from C. Wynn on account, a $1,000, 60-day, 7% note 
dated October 10. 

18. Had Gordon’s note discounted at the bank at 6%. 

24. Issued a $5,000, 90-day, 6% note dated October 24 to J. C. Cooper 
in payment of account. 

27. Had Wynn’s note discounted at the bank at 6%. 

Nov. 3. Received a $650, 90-day, non-interest-bearing note dated November 
1 from A. D. Earle, crediting the customer’s account at face value. 
7. Had Earle’s note discounted at the bank at 6%. 

28. Received from B. T. Norris, a customer, a $300, 60-day, 6% note 
dated November 14 and made by the Ellander Company. Gave the 
customer credit for the maturity value of the note less discount 
at 6%. 

29. Received a $1,650, 15-day, 7% note dated November 29 from 
T. Rodger, a customer. 

Dec. 10. Received notice from the bank that Gordon's note was not paid at 
maturity. Protest fees of $2.50 were charged by the bank. 

27. Received payment on Rodger’s note, including interest at 8%, 
the legal rate, on the face value from the maturity date. 

Instructions: (1) Prepare the entries to record the above transactions, 
showing the contingent liabilities in the accounts. (Show data used in calcu¬ 
lations with each entry.) 

(2) Give the necessary adjusting entries on December 31. 

(3) Indicate which adjusting entries should be reversed. 

6. On December 31, the B. L. Case Company has the following notes 
receivable on hand: 

(a) A $1,500, 90-day, 7% note of the Carle Company, dated Octo¬ 
ber 10. 

(b) A $2,000, 90-day, 6% note of the Hooper Corporation, dated 
October 14, that had been received on November 5 from A. R. 
Morse, a customer. Morse was credited for the maturity value of 
the note less discount at 7%. 

(c) A $1,200, 2-month, non-interest-bearing note of the Morrow Com¬ 
pany, dated November 16. The customer was given credit for the 
face value of the note less discount at 7% on November 16. 

(d) A $900, 90-day, 7% note of C. A. McKenzie, dated November 14, 
that had been received from R. J. Leslie, a customer. The cus¬ 
tomer was credited for the maturity value of the note less dis¬ 
count at 7%. 

Notes payable outstanding on December 31 were as follows: 

(a) A $5,000, 60-day, 6% note, dated November 4. 

(b) A $2,000, 60-day, non-interest-bearing note that was discounted 
by the bank on December 8 at 6%. 

Instructions: (1) Prepare the necessary adjusting entries as of December 
31, giving an analysis of the adjustment totals in the explanation for each 
entry. 

(2) Indicate which adjusting entries should be reversed. 



CHAPTER VI 

INVENTORIES-GENERAL VALUATION PROCEDURES 


NATURE OF The term inventories is used to designate the 

INVENTORIES stock on hand that is held for sale in the 

normal course of business, as well as those goods that are being used 
or will be used in producing goods to be made available for sale. It is 
the sale of merchandise at more than cost that normally provides the 
trading or the manufactming concern with its chief source of income. 

Inventories represent one of the most active elements in business 
operations, being continuously acquired, converted, and resold. 
Adequate inventory records are required to maintain proper control 
of the constantly moving stock. Such records are also needed for the 
maintenance of inventory cost data, which is required in the periodic 
measurement of operating results and the determination of the busi¬ 
ness unit's financial condition. 

COMPOSITION OF The merchandise inventory of a trading con- 
INVENTORIES consists of goods acquired for the purpose 

of resale. In the manufacturing concern, inventories consist of raw 
materials, goods in process, and finished goods. Raw materials are 
those tangible goods that are used in the productive process. The raw 
materials of one company frequently represent the finished products 
of the companies from which they were purchased. For example, 
newsprint is a raw material used in the publication of a newspaper, 
but it is the finished product of the company from which it was pur¬ 
chased. Exceptions, however, are found in those instances where com¬ 
panies acquire their raw materials from natural sources. 

Certain materials, although necessary in the productive process, 
cannot be identified with a particular product in the course of manu¬ 
facturing. Examples of such materials are oils, greases, and fuels. 
These are generally reported separately as factory supplies, but, in 
view of their ultimate consumption in the productive process, they 
may be regarded as a part of the company’s inventories. Materials 
that are directly employed in the production of certain goods are 
frequently referred to as direct matericds; factory supplies are indirect 
materials. 

Goods in process consist of those uncompleted goods in the ffrocess 
of production. Goods in process are considered to be made up of three 
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cost elements: (1) direct materials, (2) direct labor, and (3) factory 
overhead or burden. Direct labor, sometimes called productive labor, 
is labor identified with the production of specific goods. Factory over¬ 
head consists of all manufacturing costs other than direct materials 
and direct labor. It includes factory materials and labor not directly 
identified with the production of specific products. It also includes 
such costs as depreciation, repairs, taxes, and insurance, as well as a 
reasonable share of managerial costs other than those relating solely 
to the sales function of the business. 

Finished goods are the completed products of a manufacturing 
concern. The cost of the finished product consists of the materials, 
labor, and overhead costs assigned to it. Finished parts that were 
purchased and that are to be used in the production of the finished 
product are normally classed as raw materials; finished parts that are 
held for purposes of sale may be considered finished goods. 


INVENTORIES IN THE If all the merchandise acquired were sold 
OF^ROHT*^^^ within the fiscal period, the determination 

of the gross profit on sales would be a simple 
problem. The total cost of merchandise acquired would represent the 
cost of goods sold properly chargeable to current revenue. Wherever 
there is merchandise on hand at the end of a period, however, it be¬ 
comes necessary to determine a value relating to such inventory. This 
value is to be carried forward and assigned to subsequent periods in 
which the revenue from the sale of such inventory will be recognized. 
The value of the ending inventory reported as a current asset on the 
balance sheet is also a subtraction item from the total cost of merchan¬ 
dise available for sale on the statement of profit and loss in calculating 
the merchandise cost chargeable to sales of the current period. 

In considering the value to be reported for inventories, two classes 
of problems arise: (1) what items are properly included in the ending 
inventory, and (2) what values are to be assigned to such items. 


INVENTORY METHODS Quantities of merchandise on hand are ob¬ 
tained either by a physical inventory or by 
maintenance of a perpetual or book inventory system. The physical 
inventory method involves counting, measuring, or weighing the units 
on hand at the end of the period. The perpetual inventory system 
requires that a book record be maintained offering a running summary 
of inventory items on hand. 

When perpetual inventory records are maintained by a business, 
individual accounts are kept for each class of goods on hand. In- 
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creases in inventory items are recorded by debits and decreases by 
credits; the resulting balances represent the amounts that should be 
on hand. Perpetual records may be kept in terms of quantities only 
or in terms of both quantities and costs. 

Where the perpetual system is employed, physical counts of the 
units on hand should be made and account balances verified at least 
once a year, and preferably at more frequent intervals. The frequency 
of such physical inventories will vary depending upon the rate of 
movement of the goods. A plan of continuous checking of inventory 
items on a rotation basis is frequently employed. Variations between 
the book record and amounts actually on hand resulting from errors, 
shrinkage, loss, theft, and other causes should be recognized, and the 
book inventories should be brought into agreement with the results 
of the physical count. An inventory adjustment account is debited 
and the book inventory is credited when the actual inventory is found 
to be less than the book figure; the inventoiy adjustment account is 
credited and the book inventory is debited when the actual inventory 
exceeds the book figure. The inventory adjustment balance is closed 
with other profit and loss accounts at the end of the period. 


ITEMS TO BE As a general rule, the merchandise inventory 

Inventory* reported for statement purposes should 

include all of the goods to which title is held. 
The “passing of title” is a legal term designating the point at which 
ownership changes. Where goods are bought “f.o.b. shipping point,” 
title passes to the buyer with the loading of goods at the point of ship¬ 
ment. Such goods should be reported in the inventory section as 
“Merchandise in Transit” even though there is no physical possession 
on the date of the balance sheet. Care should be observed that the 
corresponding account payable is also reflected on the balance sheet. 
Where terms of the purchase are “f.o.b. destination,” no recognition 
of the asset or liability is required on the buyer’s books until the 
goods are accepted. 


Goods received on a consignment basis, wherein title is passed only 
when a sale is ultimately made to a customer, should be excluded from 
the inventory. On the other hand, if goods have been shipped on a 
consignment basis and remain unsold in the hands of consignees, such 
goods should be included with inventories of the consignor as “Mer¬ 
chandise on Consignment.” Other merchandise owned but in the pos¬ 
session of others, such as salesmen and agencies, is properly shown as 
a part of the ending inventories. 
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INVENTORY In viewing the inventory in its dual position 

VALUATION ^ ^ value that is reported on the operat¬ 

ing statement in developing costs properly applicable to current 
revenue and (b) a value reported on the balance sheet that represents 
the charge that is properly assignable to future periods, one must 
accept cost as the primary bzisis for its valuation. Two common 
bases of inventory valuation are found in practice: (1) cost, and (2) 
“cost or market, whichever is lower,” a modification of cost directed 
towards balance sheet conservatism. The proper determination of 
inventory cost, then, is required if the inventory is to be valued at 
cost, or if cost is to be used as the first step in developing a “cost or 
market, whichever is lower” valuation. 

The determination of cost of the inventory may be no simple 
matter. First, it involves a determination of the items that actually 
enter into the cost of merchandise. Second, it involves the application 
of a method for relating the different costs of merchandise lots ac¬ 
quired during the period to the part of the merchandise on hand at the 
end of the period. 

INVENTORY COST Cost of merchandise consists of all of the 

expenditures, both direct and indirect, re¬ 
lating to the merchandise up to the time that it is ready for sale. The 
elements involved in the cost of manufactured products have already 
been mentioned. A cost accounting system is normally required if 
material, labor, and overhead items are to be properly identified with 
goods in process and finished goods inventories. 

In the case of raw materials or goods acquired for resale, cost in¬ 
cludes all expenditures involved in the acquisition of the goods, includ¬ 
ing buying costs, freight in, duties, taxes, and insurance. Frequently, 
when such expenditures are relatively small and difficult to allocate 
properly, they are excluded in the determination of inventory costs, 
thus being charged in whole to current operations. If such practice 
is consistently followed, effects on profits tend to be counterbalancing. 

Discounts that are treated as a reduction of cost in recording the 
acquisition of goods should likewise be treated as a reduction in the 
cost assigned to the inventory. Trade discounts, which represent dis¬ 
counts from the list price allowed to the buyer, are deductions from 
the gross cost and hence also from the inventory. In the case of cash 
discounts, which represent discounts allowed only upon pa3Tnent of 
invoices within a limited period, inventory treatment depends upon 
how the discount is reported on the statement of profit and loss. If 
such discounts are treated as a subtraction from purchases, the in- 
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ventory balance should be correspondingly reduced; if cash discounts 
are reported as Other Income, inventories should be reported at in¬ 
voice cost without reference to such discounts. 

To illustrate the two practices, assume that cash discounts averag¬ 
ing one per cent are taken on purchases, and that one-half of the mer¬ 
chandise available for sale remains on hand at the end of each period. 
If inventories are valued at cost, they would be reported as follows: 


1st Year: 

Sales. 

Cost of Goods Sold: 

Purchases. 

Less Purchases Discounts 

Less Ending Inventory 

Gross Profit. 

Operating Expenses. 

Other Income: 

Purchases Discounts. 

Net Income. 


Assuming 
Discounts 
Are Treated 
as a Reduction 
of Cost 


90,000 

100,000 

1,000 

99,000 

49,500 49,500 

40,500 
30,000 


10,500 


Assuming 
Discounts 
Are Treated 
as “Other 
Income" 


90,000 

100,000 

50,000 50,000 
40,000 
30,000 
10,000 

1,000 

11,000 


2nd Year: 


Sales. 

Cost of Goods Sold: 

Beginning Inventory.... 
Purchases. 

Less Purchases Discounts 

Less Ending Inventory. . 


49.500 
50,000 

99.500 
500 

99,000 

49.500 


90,000 


49,500 


50,000 

50,000 


100,000 

50,000 


90,000 


50,000 


Gross Profit. 

Operating Expenses 


40,500 40,000 

30,000 30,000 

10,000 


Other Income: 

Purchases Discounts 


600 


Net Income 


10,500 


10,500 
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While recognition of purchases discounts as Other Income results 
in a larger profit the first year, use of either method after the first year 
offers similar net operating results in the absence of widely fluctuat¬ 
ing inventories. 

When all discounts are normally taken, it may be the practice to 
record the purchase net after trade and potential cash discounts. If 
payment is made after the discount period of an amount in excess of 
the net figure recorded, the excess should be reported as an expense 
item in the account Purchases Discounts Lost. This procedure is 
illustrated below: 


Transaction Entry 


Purchased merchandise priced 

at 

Purchases 

548.80 

$1,000 less trade discount of 30% 

Accounts Payable 

548.80 

20% and a cash discount if paid 
10 days of 2%: 

in 



$1,000 less 307o = $700 




$700 less 20% = $560 
$660 less 2% = $548.80 




Paid invoice 30 days after date 

of 

Accounts Payable 

548.80 

purchase. 


Purchases Discounts 
Lost 

11.20 



Cash 

560.00 


In such instances, too, the ending inventory at cost should be 
valued on a basis consistent with charges reported in the purchases 
account. Purchases Discounts Lost would be reported in the “Other 
Expense” section of the statement of profit and loss. 


METHODS OF Where inventory items on hand can be re- 

lN^*NTcS^coSTS specific invoices, it may be possible 

to obtain inventory costs based upon such 
identification procedures. However, unless the inventory is composed 
of only a few items, such an analysis may be relatively complicated, 
slow, and expensive. Where identical goods have been acquired at 
different times, it may be impossible to relate particular invoices to 
such units remaining on hand. Futhermore, it is questionable whether 
such identification of specific invoices with items acquired at different 
times would prove the most desirable method of arriving at inventory 
costs. 

In the absence of direct identification of merchandise items with 
specific invoice costs, the cost of the inventory may be calculated in 
a number of different manners, depending upon the assumptions that 
are made with respect to the costs chargeable to current revenue. 
Costs may be charged to revenues on (1) a first-in, first-out basis, (2) 
a last-in, first-out basis, or (3) an average basis. 
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FIRST’IN, FIRST-OUT The first-in, first-out method {fifo method) 
METHOD jg based on the assumption that costs should 

be charged out in the order in which incurred. Inventories are thus 
stated in terms of most recent costs. To illustrate the application of 
this method, assume the following data for a certain commodity: 


January 1 Inventory 200 units at $10 $ 2,000 

12 Purchase 400 units at 12 4,800 

24 Purchase 300 units at 11 3,300 

30 Purchase 100 units at 12 1,200 


1,000 $11,300 


A physical inventory on January 31 shows 300 units on hand. The 
inventory would be considered to be composed of the most recent 
purchases, and its cost would be calculated as follows: 

Most recent purchase, January 30 100 units at $12 $1,200 

Next most recent purchase, Jan. 24 200 units at 11 2,200 

300 $3,400 


If the ending inventory is recorded at a cost of $3,400, cost of 
goods sold is $7,900 ($11,300-$3,400), and operations are charged 
with the earliest costs. 

When perpetual inventory accounts are maintained, a form similar 
to that illustrated below is kept to record the cost of units issued and 
the cost relating to the goods on hand. The first column is used for 
memorandum entries reporting amounts ordered. Remaining columns 
show the quantities and values relating to goods acquired, goods issued, 
and balances on hand. 


COMMODITY X (FIFO) 


Ordered 

Date 

Received 

Issued 

Balance 

Memo- 

Jan. 1 





200 at $10 

2,000 

RANDOM 

12 

400 at $12 

4,800 



200 at $10 
400 at $12 

2,000 

4,800 

Entries 

16 



200 at $10 
300 at $12 

2,000 

3,600 

100 at $12 

1,200 


26 

300 at $11 

3,300 



100 at $12 
300 at $11 

1,200 

3,300 


29 



100 at $12 
100 at $11 

1,200 

1,100 

200 at $11 

2,200 


30 

100 at $12 

1,200 



200 at $11 
100 at $12 

2,200 

t,200 
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LAST-IN, FIRST-OUT The last-in, first-out method (lifo method) 
METHOD -g Qjj assumption that the latest 

costs should be the first that are charged out. Inventories are thus 
stated in terms of earliest costs. Assuming the cost data in the pre¬ 
ceding section, a physical inventory of 300 units on January 31 would 
have a cost as follows: 

Earliest costs relating to goods, January 1 200 units at $10 $2,000 
Next cost, January 12 100 units at $12 1,200 

300 $3,200 


If the ending inventory is recorded at a cost of $3,200, cost of goods 
sold is $8,100 ($11,300-$3,200), and operations are charged with 
the latest costs. 

When perpetual inventories are maintained but the cost of units 
issued is not recorded until the end of the period, the most recent costs 
relating to the total units issued may be determined and the account 
credited for this cost. Cost, then, would be the same as that reported 
above. Normally, however, costs relating to issues are recorded cur¬ 
rently, and it is necessary to calculate costs on a last-in, first-out basis 
using the cost data as shown on the date of issue. This is illustrated 
below: 


COMMODITY X (LIFO) 


Ordered 

Date 

Received 

f 

Issued 

Balance 

Memo- 

Jan. 1 

400 at $12 


— 

- - 

200 at $10 

2,000 

RANDOM 

12 

4,800 

200 at $10 
400 at $12 

2,000 

4,800 

Entries 

16 


400 at $12 
100 at $10 

4,800 

1,000 

100 at $10 

1,000 


26 

300 at $11 

3,300 

100 at $10 
300 at $11 

1,000 

3,300 


29 


200 at $11 

2,200 

100 at $10 
100 at $11 

1,000 

1,100 


30 

100 at $12 

1,200 



100 at $10 
100 at $11 
100 at $12 

1,000 

1,100 

1,200 


It should be observed that a cost of $3,200 was obtained for the 
physical inventory, whereas $3,300 was obtained when costs were 
calculated as goods were issued. This difference is due to the fact that 
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it was necessary to charge out 100 units at $10 in the issue of January 
16. The ending inventory thus reflects only 100 units of the beginning 
inventory. Where units were not charged out currently, the ending 
inventory was considered to consist of the cost of the 200 units reflected 
in the beginning inventory plus 100 units at the earliest acquisition 
cost of the current period. 

AVERAGE METHOD Use of an average cost is based on the as¬ 
sumption that goods should be charged out 
on the basis of average cost relating to total units acquired. Inven¬ 
tories are likewise stated at average. Assuming the cost data in the 
preceding sections, a physical inventory of 300 units on January 31 
would have an average cost as follows: 


January 1 

12 

24 

30 

Inventory 

Purchase 

Purchase 

Purchase 

200 units at $10 
400 units at 12 
300 units at 11 
100 units at 12 

$ 2,000 
4,800 
3,300 
1,200 


Totals 

1,000 


$11,300 

Average cost 

_$11,300_ 

“ 1,000 




Ending inventory: 300 units at $11.30 = $3,390. 


If the ending inventory is recorded at a cost of $3,390, cost of goods 
sold is $7,910 ($11,300 —$3,390), and operations are charged with 
average cost. 

The method illustrated above is commonly referred to as a weighted 
average, since the average cost is influenced by the number of units 
acquired at each price. 

Where perpetual inventories are maintained but the costs of units 
issued are not recorded until the end of a period, a weighted average 
cost for the period may be calculated at this time and the account 
credited for the average cost of total units issued. Normally, however, 
costs relating to issues are recorded currently, and it is necessary to 
calculate costs on the basis of the average on the date of issue. This 
procedure is known as a moving average and requires the calculation 
of a weighted average cost immediately after the receipt of each ad¬ 
ditional lot of merchandise. 

The use of the moving average method is illustrated on the foHow- 
ing page. 
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COMMODITY X (MOVING AVERAGE) 


Ordered 


Received 

Issued 


Balance 

Memo- 

Jan. 1 





200 at $10.00 

2,000 

RANDOM 

12 

400 at $12 

4.800 



600 at $11.33 

6,800 

Entries 

16 



500 at $11.33 

5,665 

100 at $11.33 

1,135 


26 

300 at $11 

3,300 



400 at $11.09 

4,435 


29 



200 at $11.09 

2,218 

200 at $11.09 

2,217 


30 

100 at $12 

1,200 



300 at $11.39 

3,417 


On January 12 the new unit cost of $11.33 was found by dividing 
$6,800, the total cost, by 600, the number of units on hand. On January 
16, the dollar balance, $1,135, represented the previous balance, $6,800, 
less $5,665, the cost relating to the 500 units issued on this date. New 
unit costs were determined on January 26 and 30 when additional 
units were acquired. 

It should be observed that in the absence of significant price fluc¬ 
tuation in the merchandise acquired, use of any of the methods illus¬ 
trated leads to approximately the same result. In the illustrations 
where costs fluctuated from $10 to $12 per unit, inventory costs 
differed to some degree ranging from $3,200 to $3,417 as follows: 


First-in, first-out 
Last-in, first-out 
Average 


Physical Perpetual 

Inventory Inventory 


3,400 

3,200 

3,390 


3,400 

3,300 

3,417 


Assuming that inventories are recorded at cost, variations between 
costs obtained through use of the first-in, first-out and the last-in, 
first-out methods may become relatively significant in a period of 
steadily rising or falling prices. Use of the first-in, first-out method 
results in inventories being reported near or at current costs, while 
use of the last-in, first-out method results in inventories being reported 
on a more or less fixed basis. 

The effect upon the net profit is of even greater significance. Use 
of first-in, first-out in a period of rising prices matches rising sales 
prices with oldest low-cost inventory, thus expanding the gross margin 
on sales. In a period of falling prices, declining sales prices are matched 
against oldest high-cost inventory, thus narrowing the margin on sales. 
On the other hand, use of last-in, first-out relates current high costs of 
acquiring merchandise with rising sales prices in a period of rising 
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prices, and low costs of acquiring merchandise with declining sales 
prices in a period of falling prices. The weighted average method recog¬ 
nizes both past and present costs in the inventory. Normally it will 
closely parallel first-in, first-out, since purchases during the period are 
generally several times the inventory balance carried into the period, and 
the ending inventory valuation will thus approach current costs. 

The illustration that follows demonstrates the results obtained 
from inventory valuation at cost with the use of the three methods in 
periods of rising and falling prices. Assume that the Wilcox Sales Co. 
sells its goods at 50 per cent in excess of current prevailing costs from 
1949 to 1952. It sells out and winds up activities at the end of 1952, 
Sales, costs, and gross profits using each of the three methods are 
listed below: ‘ 


FIKO I.IFX) WEIGHTED AVEKAOE 


1949: 

Amounts 

Amounts 


Amounts 



Sales, 500 units (?J |9 
Inventory, 200 units 
I’urehaseh, 500 units 

^>15 

4.500 

1,000 

3,000 

200 (d', $5 
500 (d) 16 

I,(K)0 

3,000 

4,500 

200 Co 15 
500 Cl $6 

1,000 

3,000 

4,500 

Ending Inv., 200 units 

(0) 16 

4,000 

1,200 2,800 

200 Cni $5 

4,000 

1,000 

3,000 

200 (d $5.71 ($4,0004 700) 

4,000 

1,142 

2,858 

dross Profit 


1,700 



1,500 



1,642 


1950; 


Sales, 450 units (n, %\2 
Inventory, 200 units 

(« $6 

1,2(K) 

5,400 

200 $5 

1,(MM) 

5,400 

200 (0 $5.71 

1,142 

5,400 

Purchases, 500 units 

$8 

4,000 


600 (?) $8 

4,000 


600 (ft) $8 

4,000 




5,200 



5,000 



5,142 


Ending Inv., 250 units 

C« $8 

2,000 

3,200 

200 (<ii $51 
50 $8f 

1,400 

3,6(M) 

250 $7.35 ($5,142 :-700) 

1,838 

3,304 

dross Profit 



2,200 



1,800 



2,096 

1951: 










Sales, 475 units $10.50 
Inventory, 250 units 

(P, $8 

2,000 

1,988 

200 m $5\ 
60 @ $8/ 

1,400 

4,988 

250 (&> $7.36 

1,838 

4,988 

Purchases, 450 units 

(«;$7 

3,150 


450 $7 

3,150 


450 (di $7 

3,150 




5,150 



4,550 



4,988 


Ending Inv., 225 units 

(dl$7 

1,575 

3,575 

200 ia) $5\ 
25 @ $8/ 

1,200 

3,350 

225 © $7.13 ($4,988 4 700) 

1,604 

3,384 

Gross Profit 



1,413 



1,638 



1,604 




=:l 







1952: 










Sales, 525 units (ly $7.50 
Inventory, 225 units 

@$7 

1,575 

3,938 

200 C") I5\ 
26 @ $8/ 

1,200 

3,938 

225 © $7.13 

1,604 

3,938 

Purchases, 300 units 

@S5 

1,600 

3,075 

300 @ 15 

1,500 

2,700 

300 © 15 

1,600 

3,104 

Gross Profit 



863 



1,238 



834 


‘Totals in the illustration arc calculated to the nearest dollar. 
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The foregoing transactions are summarized below: 


FIFO LIFO WEIGHTED 

AVERAGE 


Year 

Sales 

Cost 

OF 

Sales 

Gross 

PROFH 

Gross 
Profit 
% to 
Sales 

Cost 

OF 

Sales 

Gross 

Profit 

Gross 

Profit 

% TO 

Sales 

Cost 

OF 

Sales 

Gross 

Profit 

Gross 
Profit 
% TO 

Sales 

1949 

4,500 

2,800 

1,700 

37.8 

3,000 

1,500 

33.3 

2,858 

1,642 

36.5 

1950 

5,400 

3,200 

2,200 

40.7 

3,600 

1,800 

33.3 

3,304 

2,096 

38.8 

1951 

4,988 

3,575 

1,413 

28.3 

3,350 

1,638 

32.8 

3,384 

1,604 

32.2 

1952 

3,938 

3,075 

863 

21.9 

2,700 

1,238 

31.4 

3,104 

834 

21.2 


18,826 

12,650 

6,176 

32.8% 

12,650 

6,176 

32.8% 

12,650 

6,176 

32 8% 


It should be observed that while the total cost of goods sold and 
gross profit is the same for the four-year period under each of the 
methods used, the use of first-in, first-out resulted in increased gross 
profit percentages in periods of rising prices and a contraction of mar¬ 
gins in a period of falling prices, while last-in, first-out resulted in 
relatively steady gross margin percentages in spite of fiuctuating prices. 
The weighted average method, on the other hand, offered results 
closely comparable to those obtained by first-in, first-out. Assuming 
operating expenses at 30 per cent of sales, a profit would be reported 
for each year with the use of last-in, first-out; larger profits would be 
reported for 1949 and 1950 with the use of first-in, first-out, but 1951 
and 1952 would prove loss years. Inventory valuation on the last-in, 
first-out basis thus tends to smooth off the peaks and fill in the troughs 
of the business cycle. This has been a major factor in its wide ac¬ 
ceptance in recent years. 


INVENTORY AT COST When changes in the market have resulted 

^ current productive or replacement cost 
for inventories that is less than original ac¬ 
quisition costs, and it appears probable that such changes will likewise 
affect the prices at which the goods can be sold in the future, it would 
appear that the loss in the inventory value should be recognized in 
the current period. Inventories, then, are carried forward at a value 
that may reasonably be applied to revenue of the next period. This 
is the theory in support of the widespread practice of inventory valua¬ 
tion on the basis of cost or replacement cost, whichever is lower. This 
rule is generally stated as “cost or market, whichever is lower” or 
“the lower of cost or market.” 

When inventories are valued at cost or market, whichever is lower, 
this valuation procedure is applied to each item or class of items in 
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the inventories. Cost figures for inventory items are arrived at by one 
of the cost methods previously discussed. Replacement cost or “mar¬ 
ket” is interpreted as the currently prevailing bid price for the different 
classes of goods for the volume in which they are normally acquired by 
the particular business unit. The valuation procedure is illustrated 
below: 


INVENTORY: DEPARTMENT A DATE 3/31/49 SHEET NO. 15 

Written by J. A. Called by C. M. Checked by A. R. Priced by B. J. 

Description 

Quantity 

100 

200 

400 

(200 

!100 

Cost 

(USING “FIFO") 

Market 

Lower 

Price 

Value 

Price 

Value 

Price 

Value 

No. 72 

No. 85 

No. 53 

No. 96 

1 00 

50 

.30 

2 00\ 

1 90 f 

100.00 

100.00 

120.00 

590 00 

90 

55 

35 

1 80 

90 00 
110 00 
140 00 

540.00 

.90 

50 

30 

1.80 

90.00 

100.00 

120.00 

540.00 

910.00 

880.00 

850 00 


The total of the “Lower” column determines the value to be as¬ 
signed to inventory. This figure is a composite figure of some items 
at cost and others at market. 

Valuing inventories at cost or market, whichever is lower, is a 
conservative position and is in support of the doctrine that the ac¬ 
countant should anticipate no profit but should provide for all losses. 

If the gross profit on sales is to be accurately stated for the period, 
the ending merchandise inventory should be reported on a cost basis 
in developing cost of goods sold, and any loss resulting from the lower 
inventory replacement cost should be shown separately on the state¬ 
ment. To illustrate, assume an ending inventory with a cost of $12,000 
but with a replacement value of $10,000. The following entry to record 
the ending inventory may be made: 


Merchandise Inventory. 10,000 

Loss on Inventory Value Decline. 2,000 

Profit and Loss . 12,000 


Cost of goods sold is calculated in the profit and loss account on 
the basis of cost. The inventory loss is separately reported and sub¬ 
sequently closed into the profit and loss account. 

Inventory data may be reported on the balance sheet and i^ate- 
ment of profit and loss as follows: 
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Balance Sheet 


Current Assets: 

Merchandise Inventory (at cost or market, whichever is lower) 


10,000 


Statement op Profit and Loss 

Sales.60,000 

Cost of Goods Sold: 

Beginning Inventory. 15,000 

Purchases. 40,000 


Cost of Goods Available for Sale. 55,000 

Less Ending Inventory, at cost (see below). 12,000 43,000 


Gross Profit. 17,000 

Operating Expenses. 10,000 


Net Profit from Operations. 7,000 

Deduct Loss on Inventory Value Decline — Inventory, 

Dec. 31, cost $12,000; at cost or market, whichever is 

lower, $10,000; Loss: . 2,000 

Increase in Earned Surplus. 5,000 


The beginning inventory on the statement of profit and loss for 
the next fiscal period would be stated at $10,000. 

Assume that the ending inventory is simply reported in the cost 
of goods sold section above at $10,000. The net income in that case 
would be the same, $5,000, but both cost of goods sold and gross profit 
would be misrepresented, cost of goods sold being overstated and gross 
profit understated by the amount of the loss resulting from the in¬ 
ventory value decline. 

It may be observed that a decline in market conditions may not 
be the only factor suggesting the use of values less than cost for in¬ 
ventories. There may be merchandise items that are obsolete, damaged, 
or shopworn, or obtained as trade-ins and in second-hand condition. 
It may be desirable to value such goods at their net realizable valm, 
that is, their estimated sales value less the costs to be incurred in their 
sale, or on an even more conservative basis, at the latter value less 
the normal profit margin that is realized on sales. Inventory values 
carried into future fiscal periods, then, are related to the utility of the 
goods carried forward. 


OTHER METHODS OF 

INVENTORY 

VALUATION 


While inventories valued at cost and at cost 
or market, whichever is lower, are the meth¬ 
ods most widely used, various other methods 


are sometimes encountered and deserve mention. 
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Cost of Latest Purchases. Sometimes merchandise on hand is valued 
at costs of the latest purchases regardless of quantities on hand. 
While based on the first-in, first-out cost method, this procedure may 
result in a misstatement of costs where major price changes have taken 
place and the quantities on hand materially exceed latest quantities 
purchased. 

Simple Average of Costs. Merchandise is sometimes valued at a 
simple average of all of the costs for the period without regard to the 
number of units acquired on each purchase. With significant differences 
in quantities acquired, the disregard of the weight factors may pro¬ 
vide unrepresentative costs. 

Base Stock Method. Some companies employ what is known as 
the base stock or normal stock method. A minimum or “normal” in¬ 
ventory is treated as a permanent investment, generally being valued 
at a constant figure, frequently the lowest cost experienced for the 
stock. At the end of the fiscal period, quantities in excess of the base 
stock may be valued at current cost; on the other hand, the base stock 
value may be reduced at current cost for any shortage in the base 
stock quantity. This method regards normal stock as the equivalent 
of a fixed asset and results in charging operations with the costs of 
replenishing and maintaining the normal stock. Results comparable 
to those obtained by the last-in, first-out cost method are obtained 
with the use of a base stock method. 

Market. In some instances, parts of an inventory are recorded at 
market prices less costs to sell even though this may exceed cost. Such 
valuation may be justified only where it is a regular trade practice and 
arises either from inability to assign costs or from certain market 
conditions that made possible the immediate sale of inventories at 
the assigned values. 

Standard Costs. Manufacturing inventories are frequently reported 
at standard costs, which are representative, average, or ideal costs 
relating to the material, labor, and overhead elements found in the 
inventories. Differences between actual costs and standard costs 
resulting from extraordinary items, such as waste, spoilage, ineffi¬ 
ciencies, and idle time, are charged to current revenues. 

Valuation methods other than the methods of cost, or cost or mar¬ 
ket, whichever is lower, are generally not acceptable for income tax 
purposes. 
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QUESTIONS 

1. Distinguish between: (a) raw materials and factory supplies; (b) 
physical inventory and book inventory; (c) fifo and lifo; (d) manufactur¬ 
ing direct costs and burden; (e) inventory valuation by “cost or market, 
whichever is lower” and inventory valuation by the “base stock method.” 

2 . (a) How does “title passing” affect the current sections of a balance 
sheet? (b) Distinguish between a purchase “f.o.b. destination” and a 
purchase “f.o.b. shipping point.” 

3 . How would you suggest that each of the following items be reported 
on the accounting statements: 

(a) Factory supplies. 

(b) Goods on hand received on a consignment basis. 

(c) Materials of a customer held for processing. 

(d) Goods received but without accompanying invoice. 

(e) Goods in stock to be delivered to customers in subsequent periods. 

(f) Goods in hands of agents and consignees. 

(g) Deposits with vendors for merchandise to be delivered in a sub¬ 
sequent period. 

4 . Give the two mo.st common bases for inventory valuation. What are 
the chief problems involved in the application of each valuation method? 

5 . The Alpha Co. records purchases discounts taken as income. The 
Beta Co. records purchases discounts lost as expense. How does the ac¬ 
counting for purchases for each company differ? Which is the better 
practice? Why? 

6. The Whittier Co. buys all of its merchandise from Elson Mfg. Co. 
and is allowed a trade discount of 15%-10%-10% and a cash discount 
of 2%. Purchases during January are $60,000 before discounts. Two 
thirds of the merchandise acquired is sold in January. At what value 
should the ending inventory be reported if the cash discount is treated: 
(a) as a reduction in purchases? (b) as Other Income? 

7. What are the methods that are employed in assigning costs to ending 
inventories? Evaluate these methods. 

8. Changes in Commodity X during January are shown in the following 
summary: 

_ Commodity X _ 

Jan. 1 Balance, 400 units @$5. Jan. 10 Sale 300 units @$10. 

12 Purchase 200 units @$6. 30 Sale 200 units @$12. 

28 Purchase 200 units @$7. 

(a) Assuming that perpetual inventories are maintained and ac¬ 
counts are kept up to date currently, what is the cost of the end¬ 
ing inventory for Commodity X using each of the following 
methods: (1) fifo; (2) lifo; (3) average? 




a. 6] 


INVENTORIES—GENERAL VALUATION PROCEDURES 


157 


(b) Assuming that perpetual inventories are not maintained and 
that a physical count at the end of the month shows 300 units 
to be on hand, what is the cost of the ending inventory using 
each of the three methods listed in part (a)? 

9. The Wilson Manufacturing Company record for material No. 25A 
follows: 


Sept. 1 Balance, 100 units at $10. $1,000 

10 Received, 200 units at 9. 1,800 

20 Received, 50 units at 12. 600 

28 Received, 100 units at 11. 1,100 


At the end of the month 150 units are on hand. Give the cost of the 
ending materials inventory, assuming that it is calculated by each of the 
following methods: (a) first-in, first-out, (b) weighted average, (c) last-in, 
first-out, (d) cost of latest purchases, (e) simple average of costs. 

10. Your client, R. J. Anderson, wishes to change from “fifo” to "lifo,” 
having heard that the latter method results in a lower profit figure for 
income tax purposes. What is your comment and recommendation? 

11. The Martin Supply Store uses first-in, first-out in calculating cost 
of goods sold for the three products that it handles. Inventories and pur¬ 
chases of these products during January, and the market price of these 
products on January 31, are as follows. 


Inventory, Jan. 1 
Purchases, Jan. 1-15 
Jan. 16-31 
Inventory, Jan. 31 
Market Jan. 31 


Commodity A 

1,000 units @$6.00 
3,000 units @ 6.50 
1,000units® 7.00 
2,000 units 
$7.50 per unit 


Commodity B 

3,000 units @$10.00 
5,000 units @ 10.50 

3,000 units 
$10.00 per unit 


Commodity C 

4,500 units @$1.00 
2,000 units® 1.20 

4,000 units 
$1.15 per unit 


Determine: (a) the cost of goods sold for January; (b) the cost of the 
inventory at the end of January; (c) the balance to be provided by means 
of a valuation reserve to reduce the inventory to a basis of '‘cost or market, 
whichever is lower'' on January 31. 


PROBLEMS 


1. The Warner Corp. record of merchandise follows: 


December 1 (Inventory) 
7 Purchase 
15 Purchase 
21 Purchase 
30 Purchase 


1,000 units @ $6.00 
4,000 units @ 7.00 
2,000 units @ 7.50 
4,000 units @ 6.50 
1,500 units @ 7.00 


Sales for December totaled 10,000 units. What is the cost to be as¬ 
signed to the ending inventory if each of the following methods is used: 
(a) Fifo (b) Lifo (c) Weighted average 
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2. The Anderson Sales Co. record of Commodity X shows: 


Balance, January 1 

200 units at $20.00 

Purchases, January 3 

250 units at 

20.50 

12 

200 units at 

22.00 

24 

100 units at 

21.50 

Sales, January 2 

100 units at 

26.00 

18 

200 units at 

27.00 

29 

150 units at 

27.50 


Calculate the inventory balance and the gross profit on sales for the 
month on each of the following bases: 

(a) First-in, first-out. Perpetual inventories are maintained and 
costs are charged out currently. 

(b) First-in, first-out. No book inventory is maintained. 

(c) Last-in, first-out. Perpetual inventories are maintained and 
costs are charged out currently. 

(d) Last-in, first-out. No book inventory is maintained. 

(e) Moving average. Perpetual inventories are maintained. 

(f) Weighted average. 


3. The inventory in Department C of the Alexander Store at cost, using 
first-in, first-out, and at market is as follows: 

Current Market Price, 



Cost 

PER UNIT 

Article A 

1,200 
1,000 @ 

$1,501 

1.60J 

\ $1.50 

B 

500 @ 

1.80 

1.60 

C 

2,500 (5), 
1,000 

2.001 

2.10J 

!• 2.20 

D 

3,000 @ 

.80 

.75 

E 

400 @ 
600 

.801 

.70j 

[ .70 

F 

500 @ 

1.00 

1.25 

G 

1,000 @ 
1,200 @ 

1.201 

1.30J 

[ 1.30 


Instructions: Calculate the value of the inventory, assuming valuation 
on the basis of (1) cost and (2) cost pr market, whichever is lower. 
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4. The Broadway Store sells a single commodity. Purchases, sales, and 
expenses for January, February, and March are summarized below: 

Purchases 



Units 

Cost per Unit 

January 1-15 

1,000 

$5.00 

16-31 

1,000 

5.50 

February 1-15 

2,000 

5.75 

16-28 

1,000 

6.00 

March 1-15 

_ 

_ 

16-31 

1,000 

5.75 



Sales 


Units 

Sales Price per Unit 

January 

1,500 

$8.00 

February 

2,000 

8.50 

March 

1,500 

8.50 


Operating Expenses 

January $2,200 

February 2,600 

March 2,350 

Instructions: Prepare a comparative statement of profit and loss sum¬ 
marizing operations for the months January, February, and March for each 
case below: 

(1) Assuming that monthly inventories are calculated at cost on a first-in, 
first-out basis. 

(2) Assuming that monthly inventories are calculated at cost on a last-in, 
first-out basis. 

(3) Assuming that monthly inventories aire calculated at cost on a weighted 
average basis. 


5. Calson Distributors carry five products. Units on hand, costs, and 
market prices of these products on January 31 are as follows: 



Units 

Cost per Unit 

Current Market 
Price per Unit 

Product 1 

1,200 units 

$3.00 

$2.80 

2 

1,500 units 

4.60 

5.00 

3 

6,000 units 

5.00 

5.20 

4 

2,200 units 

3.80 

3.50 

5 

5,600 units 

1.85 

1.80 


Instructions: Prepare a statement to show the calculation of the inventory 
for statement purposes on the basis of cost or market, whichever is lower. 
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6. Crosby and Drucker, Inc. sells three products. Inventories and pur¬ 

chases during January and the market prices of these goods on January 
31 are as follows: 

Commodity A Commodity B Commodity C 

Inventory, January 1 

200 units at $60 

200 units at $110 

60 units at $150 

Purchases, January 1-31 

50 units at $55 

120 units at $100 

50 units at $135 

Total Available for Sale 

250 

320 

no 

Sales, January 1-31 

30 units at $90 
150 units at $85 

50 units at $ 75 
80 units at $160 

30 units at $250 
20 units at $220 

Total Sales 

180 

130 

50 

Units on Hand, Jan. 31 

70 

190 

60 

Market values per unit, Jan. 31 

1 

1 ^ 

'i§ 

I 

fl40 


Operating expenses for January were $14,000. 


Instructions: (1) Prepare a statement of profit and loss for January, 
assuming that the ending inventory is valued at cost on a first-in, first-out 
basis. 

(2) Prepare a statement of profit and loss, assuming that the inventory is 
reduced to cost or market, whichever is lower, the inventory loss being re¬ 
ported separately on the statement of profit and loss. 



CHAPTER VII 


INVENTORIES-ESTIMATING PROCEDURES IN 
VALUATION 

ESTIMATED COSTS Frequently it becomes desirable or even 

necessary to arrive at the cost of inventories 
through estimates. Conditions in a merchandising concern calling for 
estimated costs, together with the procedures that are applicable under 
the circumstances, are discussed under (1) the gross profits method, 
(2) the retail inventory method, and (3) the relative sales method. The 
discussion of the estimating procedures for inventories of the mer¬ 
chandising concern is followed by a consideration of the estimating 
procedures for inventories of the manufacturing unit. 

GROSS PROFITS Estimates of the cost of the merchandise 

METHOD inventory by use of the gross profits method 

are required in the following instances: 

(1) When it is not possible to take a physical inventory, as in the 
determination of the cost of merchandise lost by fire. 

(2) When inventories are required for interim statements or for 
the determination of the week-to-week or month-to-month inventory 
position and the cost of taking inventory would be excessive for such 
purposes. 

(3) When it is desired to test or check on the reliability of the figures 
reported for a previous or present inventory determined through 
physical count. 

Application of the gross profits method involves the reduction of 
sales to a cost basis through use of the company’s gross profit per¬ 
centage. Cost of goods sold as calculated is subtracted from the cost 
of goods available for sale in arriving at an estimated inventory balance 
at cost. The gross profit percentage is obtained from past records, but 
requires adjustment for any variations due to practices followed in the 
current period before it may be used in the calculation of the estimated 
cost of goods sold. The determination of the cost of goods sold depends 
upon whether the gross profit percentage is stated in terms of (1) sales 
or (2) cost. The procedure to be followed in each case is illustrated in 
the following examples. 

(1) Given: Gross Profit as a Percentage of Sales. Assume; Sales, 
$120,600; sales returns, $600; beginning inventory, $16,000; purchases, 
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$92,800; freight in, $1,500; purchases returns and allowances, $300; 
estimated gross profit, 25 per cent of sales. 

Since the estimated gross profit on sales is 25 per cent, the estimated 
percentage of cost to sales must be 75 per cent. This percentage, 
applied to net sales, gives the estimated cost of goods sold. Goods 
available for sale less the estimated cost of goods sold gives the esti¬ 
mated cost of the remaining inventory. This procedure is summarized 


below: 

Cost of Goods Available for Sale: 

Beginning Inventory. $ 16,000 

Purchases. $ 92,800 

Freight In. 1,500 

Gross Purchases. $ 94,300 

Less Purchases Returns and Allowances. 300 

Net Purchases. 94,000 

Cost of Goods Available for Sale. $110,000 

Deduct Estimated Cost of Goods Sold: 

Gross Sales. $120,600 

Less Sales Returns. 600 

Net Sales. $120,000 

Cost Percentage (100% —25%). 75% 

Estimated Cost of Goods Sold. 90,000 

Ending Inventory at Estimated Cost. $ 20,000 


(2) Given: Gross Profit as a Percentage of Cost. Assume: Estimated 
gross profit, 25 per cent of cost; other data as given in (1). 

The determination of the estimated cost of the inventory where 
the percentage of gross profit is expressed in terms of cost follows the 
same form as shown in the preceding example. However, there is a 
difference in the calculation of the cost of goods sold. If the gross 
profit percentage is based on cost, net sales must be equal to the total 
of cost, which may be considered 100 per cent, and the gross profit 
on cost, 25 per cent. Sales, then, equal 125 per cent of cost. To find 
cost or 100%, net sales may be divided by 125 and multiplied by 100, 
or simply divided by 1.25. 


$120,000 (Net sales) _ 

1.25 (Ratio of net sales to cost of goods sold) 


=$96,000 (estimated cost of 
goods sold) 
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It would be possible, also, to conclude that, if net sales are equal 
to 125 per cent of cost, then the cost relationship to sales must be 
100/125 or 80 per cent. Eighty per cent of net sales, $120,000, equals 
$96,000, the estimated cost of goods sold. The estimated ending in¬ 


ventory is calculated below: 

Cost of Goods Available for Sale: 

Beginning Inventory. $ 16,000 

Purchases. $ 92,800 

Freight In. 1,500 

Gross Purchases. $ 94,300 

Less Purchases Returns and Allowances. 300 

Net Purchases. 94,000 

Cost of Goods Available for Sale. $110,000 

Deduct Estimated Cost of Goods Sold: 

Gross Sales. $120,600 

Less Sales Returns. 600 

Net Sales. $120,000 

Estimated Cost of Goods Sold $120,0004-1.25 

(or $120,000X.80). 96,000 

Ending Inventory at Estimated Cost. $ 14,000 


Where a number of sales departments are found, the gross profits 
within the various departments would have to be determined separately 
and the individual departmental inventory costs calculated. 

RETAIL INVENTORY The retail inventory method has been widely 

METHOD employed by retail concerns, and particularly 

by department stores, as a means of obtaining, whenever desired, 
reliable estimates of the business unit’s inventory position. Where 
this method is employed, records of goods placed in stock are main¬ 
tained in terms of costs and also marked retail prices. The merchandise 
on hand may be calculated at any time at its retail price by subtract¬ 
ing sales for the period at retail from the total goods available for sale 
at retail. Cost and retail pricings of goods available for sale are used 
in developing the percentage that cost bears to retail, and this percent¬ 
age is applied to the ending inventory at retail in convertuig it to cost. 

The determination of the estimated cost of the inventory at the 
end of a month by following the procedure discussed follows: 
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At Retail At Cost 


Inventory, January 1. $45,000 $30,000 

/Purchases in January. 35,000 20,000 


Goods Available for Sale. $80,000 $50,000 

Deduct Sales for January at Retail. 25,000 .~ 


Inventory, January 31, at Retail Sales Price. $55,000 


Inventory, January 31, at Estimated Cost: 

$55,000X62^% (percentage of cost to sales 

price, $50,000$80,000)^. $34,375 


Use of the retail inventory method offers the following advantages: 

(1) Estimated interim inventories may be obtained without a physical 
count. 

(2) Where a physical inventory is actually taken for periodic state¬ 
ment purposes, it may be taken at retail and then converted to 
cost without reference to individual costs and invoices, thus saving 
considerable time and expense. 

(3) A check is afforded on the movement of merchandise, since a 
physical count of the inventory at retail should compare with the 
inventory as calculated at retail. 

Relatively significant discrepancies between a physical inventory 
and the inventory position as derived from book calculations should 
be investigated. Such inquiry may lead to sources of inventory mis¬ 
appropriations. 

The calculation of the goods available for sale at retail ordinarily 
involves a number of factors. The following items are normally con¬ 
sidered in arriving at this balance: 

(1) Original sales price the established sales price, including the 
original increase over cost, or markon. 

(2) Additional markup increases above the original sales price. 

(3) Markup cancellation reductions in the markup that do not 
decrease the sales price below the original sales price. 

(4) Markdown — reductions in the original sales price. 

(5) Markdoum cancellation — reductions in the markdown that do 
not increase the sales price above the original sales price. 

To illustrate the foregoing terms, assume that goods originally 
placed for sale are marked at 50 per cent above cost. Certain merchan- 


’Instead of calculating the percentage that total cost bears to total retail price 
and then applying this percentage to the ending inventory at retail, it is possible to 
compute the cost of the inventory by one arithmetical calculation as follows: 

50,000 $55,000 

80,000 1 


= $34,375. 
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dise costing $4 a unit, then, is marked at $6, which is termed the 
original sales price. This increase in cost is variously referred to as a 
“50% markon on cost” or a “33 1/3% markon on sales price.” In 
anticipation of a heavy demand for the article, the goods are sub¬ 
sequently increased to $7.50. This represents an additional markup 
of $1.50. At a later date the goods are reduced to $7. This is a markup 
cancellation of 50 cents and not a markdown, since the retail price has 
not been reduced below the original sales price. But assume that 
goods originally marked to sell at $6 are subsequently marked down 
to $5. This represents a markdown of $1. At a later date the goods are 
marked to sell at $5.25. This is a markdown cancellation of 25 cents 
and not a markup, since the retail price does not exceed the original 
sales price. 

In determining the merchandise on hand at retail sales price with¬ 
out a physical inventory, a record of each of the foregoing adjustments 
is required, and the following summary is prepared: 


Beginning Inventory at Retail Sales Price. 1 


XXXX 

Add: Purchases at Original Sales Price. 

xxxx 


Net Additional Markups (Additional Markups less 



Markup Cancellations). 

XXX 

XXX 

Deduct: Sales at Retail Sales Prices. 

XXX 

xxxx 

Net Markdowns (Markdowns less Markdown 
Cancellations, including Shortages, Employees* 



Discounts, etc.). 

XXX 

XXX 

Ending Inventory at Retail Sales Price. 


xxxx 


The ending inventory at retail as thus determined is multiplied 
by the percentage representing the relationship of cost to sales price 
to obtain the ending inventory at cost. 

In obtaining the cost percentage, the cost of goods available for 
sale is normally related to the original sales price plus the net markups, 
without taking into account the net markdowns. Calculation of ending 
inventory by the retail inventory method in this manner is illustrated 
at the top of the next page. 

Failure to consider markdowns in calculating the cost percentage 
results in a lower cost percentage and consequently gives a lower inven¬ 
tory figure than would otherwise be obtained. Markdowns may rep¬ 
resent changes in price for special sales or clearance purposes, or they 
may arise from market fluctuations and a decline in the replacement 
cost of goods. In either case failure to consider markdowns in calcu- 
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At Retail At Cost 

. $ 14,000 $ 8,600 

. 110,000 69,000 

. 3,100 

$13,000 

2,500 10,500 

Goods Available for Sale. $134,500 $80,700 

.$108,000 

$4,800 

800 4,000 112,000 


Ending Inventory at Retail Sales Price. $ 22,500 


Ending Inventory at Estimated Cost: 

$22,500X60% (percentage of cost to sales price 

before markdowns, $80,700$134,500). $13,500 


lating the cost percentage is justified. This is illustrated in the two 
examples that follow: 

Example 1 - Markdowns for Special Sales Purposes: Assume that 
merchandise which cost $50,000 is marked to sell for $100,000. To 
dispose of part of the goods immediately, one fourth of the stock is 
marked down $5,000 and is sold. Calculation of the inventory follows: 


At Retail At C ost 

Purchases. $100,000 $50,000 

Deduct: Sales. $20,000 


Markdowns. 5,000 25,000 

Ending Inventory at Retail Sales Price. $ 75,000 

Ending Inventory at Estimated Cost: 

$75,000X50% (percentage of cost to sales price 

before markdowns, $50,000$100,000). $37,500 


If cost, $50,000, had been related to sales price after markdowns, 
$95,000, a cost percentage of 52.6 per cent would have been obtained, 
and the ending inventory, which is three fourths of the merchandise 
originally acquired, would have been reported at 52.6 per cent of 
$75,000, or $39,450. The ending inventory would thus be overstated 
and cost of goods sold understated. A markdown relating to goods no 
longer on hand would have been recognized in the development of a 
cost percentage to be applied to the ending inventory. Reductions in 


Deduct: Sales at Retail.. . 

Net Markdowns: 
Markdowns... . 
Less Markdown 
Cancellations 


Beginning Inventory. 

Add: Purchases. 

Freight In. 

Net Markups: 

Additional Markups. 

Less Markup Cancellations 
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the goods available at sales price resulting from shortages, damaged 
goods, or employees’ discounts should likewise be disregarded in cal¬ 
culating the cost percentage. 

Example 2 — Markdmms as a Result of Market Declines: Assume 
that merchandise which cost $50,000 is marked to sell for $100,000. 
With a drop in replacement cost of the goods to $40,000, sales prices 
are marked down to $80,000. One half of the merchandise is sold. 
Calculation of the ending inventory follows: 

At At 

Retail Cost 

Purchases. $100,000 $50,000 

Deduct: Sales. $40,000 ^ ^ 

Markdowns. 20,000 60,000 

Ending Inventory at Retail Sales Price. $ 40,000 

Ending Inventory at Estimated Cost: 

$40,000X50% (percentage of cost to sales price 

before markdowns, $50,000$100,000). $20,000 


Here, if cost, $50,000, had been related to sales price after mark- 
downs, $80,000, a cost percentage of 62.5 per cent would have been 
obtained and the ending inventory would have been reported at 62.5 
per cent of $40,000, or $25,000. While this procedure reduces the in¬ 
ventory to a cost basis, ignoring markdowns results in a cost percentage 
that reduces the inventory to a basis of cost or market, whichever is 
lower. Thus, the use of 50 per cent in the example reduces the inven¬ 
tory to $20,000, or to a cost or market basis in view of the company’s 
policy of selling merchandise at a 50 per cent gross profit. 

The advantages relating to the retail inventory method have 
already been described. It should be suggested, however, that this 
method is not entirely satisfactory unless the original rate of markup 
within an organization is fairly uniform, or unless high- and low-margin 
items sell in the same proportion. Where different percentage markups 
are applied, difficulties may be overcome by maintaining separate 
records and computing separate cost percentages for the different 
classes of merchandise sold. 


RELATIVE SALES When different commodities are acquired 

VALUE METHOD lump sum, this sum must be ap¬ 

portioned to the units in some equitable manner. Generally, cost 
may be allocated most satisfactorily according to the estimated 
sales value of the different units. To illustrate, assume the purchase 
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by a realty company of 60 acres of land for $220,000. The costs of 
grading, landscaping, streets, walks, water mains, lighting, and other 
improvements total $300,000. The property is divided into two groups 
of lots as follows: 

Class A — 100 lots that are to sell for $1,500 each. 

Class B — 200 lots that are to sell for $2,500 each. 


The total cost of the property, $520,000, is apportioned to the lots 
on the basis of their relative sales values. The cost allocation would 
be made as follows: 


Class A lots, 100 at $1,500. $150,000 

Class B lots, 200 at $2,500. 500,000 

Total sales value of Class A and B lots. $650,000 


No. OF Cost Assigned 
Total Lots to Each Lot 

Cost apportioned to Class A lots: 

X $520,000 = $120,000 100 $1,200 

ooUjUUU 

Cost apportioned to Class B lots: 

$520,000= 400,000 200 $2,000 

650,000 _ 


Total 


$520,000 


The sale of lots of either class results in a similar gross profit per¬ 
centage on sales. Sale of a Class A lot would be recorded as follows: 


Contracts Receivable. 1,500 

Property. 1,200 

Gross Profit on Sale of Class A Lot. 300 


When, in certain manufacturing organizations, accurate costs can¬ 
not be found for certain joint products or by-products, costs may be 
assigned in a manner similar to that just illustrated. The sales value 
of each product in determined, and the total production cost is then 
allocated according to the relative sales values of the respective 
products. 


INVENTORY VALU- When a manufacturing organization does 

^ctur'in^ CONCERN maintain a cost accounting system and 

accurate costs of various commodities in 
process and in a finished state are not available, it becomes necessary 
to estimate the costs of these inventories at the end of the fiscal period. 
The illustrations that follow assume the manufacture of a single prod- 
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uct. If more than one product is manufactured, the procedures to be 
followed are similar, although estimates would be involved to an even 
greater degree. 

Costs of manufacturing are summarized in materials, labor, and 
other manufacturing expense accounts. These costs must be allocated 
to the goods that remain uncompleted at the end of the period and to 
goods that were completed and placed in stock during the period. 
After a cost is assigned to goods completed during the period, it is 
necessary to allocate this cost to goods that remain on hand at the end 
of the period and to goods that were sold during the period. 

In the manufacture of certain commodities, the raw materials 
required in their production must be added at various stages during 
the course of processing. In the manufacture of other commodities, 
all of the required raw materials are put in at the very beginning of 
the production process. In allocating manufacturing costs between 
goods remaining in process at the end of the period and goods completed 
during the period, information or estimates concerning two factors, 
then, must be available: 

(1) The degree to which total material requirements are met in the 

goods in process on hand, and 

(2) The degree to which total processing costs, consisting of labor and 

overhead, are met in these goods. 

The accounting problems that arise in the allocation of costs will 
be illustrated by means of two examples: the first, where it is assumed 
that materials are added throughout the period of production; the 
second, where it is assumed that all of the required materials are put 
into process at the beginning of the production. 

Example 1: Materials are added during period of production. 

Assume the following inventories on December 31: 

Finished Goods — 1,000 units, cost $2.50 per unit, or $2,500. 

Goods in Process — 800 units, estimated one fourth completed, cost $500. 

During January, 2,000 units were completed in the factory and 
placed in finished stock. On January 31 there are 900 units in process 
that are estimated to be two thirds completed. Fourteen hundred 
units were shipped to customers, 1,600 remaining in stock at the end 
of the period. Manufacturing costs were $5,400, distributed as follows: 
materials, $600; direct labor, $3,500; and other factory expenses, 
$1,300. 

The estimates of the degree of completion of goods in process in 
beginning and ending inventories express the estimated quantity of 
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all of the elements of manufacturing cost—raw materials and process¬ 
ing costs—required in the final product. 

It is first necessary to calculate the equivalent number of whole 
units of work performed in the factory during the month. This may 
be done as follows; 


Number of units completed in January. 2,000 

Deduct equivalent whole units in process on December 31, 

800 units estimated -J completed, or. 200 


1,800 

Add equivalent whole units in process on January 31, 900 units 


estimated f completed, or. 600 

Equivalent whole units of work performed. 2,400 


Manufacturing cost in January, $5,400, divided by the number of 
units of work performed, 2,400, gives $2.25, the cost for each unit of 
work performed. Using the first-in, first-out method, costs of goods 
completed, goods in process inventory, goods sold, and finished goods 
inventory may be calculated as follows: 

Cost of Goods Completed and Transferred From Factory to Stock: 

[ f 4 completed in December, cost. $ 500 


4 completed in January, cost = $2.25X600 
gQQj equivalent units (800X2). 1,350 

2,000 unitss Total cost of first 800 units completed 

($2.3125 per unit). $1,850 

1,200 completed in January, cost $2.25 per unit. 2,700 

Total $4,550 

Cost of Goods in Process Inventory: 

900 units, 3 completed in January, cost $2.25X600 equivalent units 

(900X?). $1,350 

Cost of Goods Sold; 

1,000 units on hand, December 31, cost $2.50 per unit. $2,500 

1 400 units< completed in January, cost $2.3125 per unit. 925 

Total $3,425 

Cost of Finished Goods Inventory: 

400 completed in January, cost $2.3125 per unit. $ 925 

1 600 units! completed in January, cost $2.25 per unit. 2,700 

Total $3,625 
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Assume that, in adjusting and closing the accounts at the end of 
the period, the cost of goods manufactured is summarized in a manu¬ 
facturing account and cost of goods sold in the profit and loss account. 
The inventory, manufacturing, and profit and loss accounts will appear 
as follows after the goods in process and finished goods inventories 
as estimated above are recorded: 

_ Goods in Process _ 

Dec. 31 Bal., 800 units, 1 completed 500 Jan. 31 To Manufacturing 500 

Jan. 31 Bal., 900 units, § completed 1,350 

_ Finished Goods _ 

Dec. 31 Bal., 1,000 units 2,500 Jan. 31 To Profit and Loss 2,500 

Jan. 31 Bal., 1,600 units 3,625 

_ Manufacturing _ 

Jan. 31 Beginning Goods in Process Jan. 31 Ending Goods in Process 


Inventory, 800 units, 1 Inventory, 900 units, | 



completed 

500 

completed 

1,350 

31 

Raw Materials Used 

600 

31 Completed, 2,000 units to 


31 

Direct Labor 

3,500 

Profit and Loss 

4,550 

31 

Other Manufacturing Ex¬ 



penses 

1,300 





5,900 


5,900 


_ Profit and Loss _ 

Jan. 31 Beginning Finished Goods Jan. 31 Ending Finished Goods In- 

Inventory, 1,000 units 2,500 ventory, 1,600 units 3,625 

31 Finished Goods from Manu¬ 
facturing, 2,000 units 4,550 

The balance in the profit and loss account at this point reflects the 
cost of goods sold, $3,425. After remaining income and expense ac¬ 
counts are closed into the profit and loss account, the net profit or 
loss as summarized here is transferred to the appropriate proprietor¬ 
ship account. 

As suggested in Chapter II, the manufacturing concern may close 
its accounts by summarizing manufacturing costs in the goods in proc¬ 
ess account, transferring the cost of goods completed from goods in 
process to finished goods, and then transferring the cost of goods sold 
from finished goods to a separate cost of goods sold account. If this 
procedure is followed, goods in process, finished goods, and cost of 
goods sold accounts would appear as follows: 
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_ Goods in Process _ 

Dec. 31 Bal., 800 units, 1 completed 500 Jan. 31 Cost of Goods Completed, 

Jan. 31 Raw Materials Used 600 2,000 units 4,550 

31 Direct Labor 3,500 

31 Other Manufacturing Ex¬ 
penses 1,300 

(Balance in the account at the end of the month, $1,350, represents the 
cost of 900 units of goods in process inventory, f completed.) 

Finished Goods 

Dec. 31 Bal., 1,000 units 2,500 Jan. 31 Cost of Goods Sold, 1,400 

Jan. 31 Cost of Goods Completed, units 3,425 

2,000 units, from Goods 
in Process 4,550 

(Balance in the account at the end of the month, $3,625, represents the cost 
of 1,600 units of finished goods inventory.) 

_ Cost of Goods Sold _ 

Jan. 31 Cost of Goods Sold, 1,400 

units 3,425 

(Balance in this account is to be transferred to the profit and loss account in 
summarizing operations for the period.) 

Example 2: Materials are put into process at the beginning of production. 

In the example to follow, material and processing costs must be 
calculated separately. It is also assumed that goods are transferred 
from one process to another; hence inventory valuations must be 
assigned to goods within each process at the end of the period. 

Assume the following inventories on December 31: 

Finished Goods, 1,000 units, cost $25 per unit, or $25,000. 

Goods in Process - - Process C, 400 units, f completed, cost, $9,000. 


The goods in process inventory is made up of the following costs: 

Materials cost (goods from Process B) at $15 per unit. $6,000 

Processing cost in Process C, $10X300 equivalent units (400 units 
in process, | completed). 3,000 

Total $9,000 


During January, 3,000 units enter Process C from Process B at a 
finished cost in Process B of $14 per unit. The labor and overhead 
costs charged to Process C are $24,300. On January 31, 600 units 
remain on hand in Process C estimated to be | completed in this 
process. Remaining units, 2,800, have been completed and removed 
to stock. Shipments to customers for January are 2,500 units. Materi- 
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als are put into process in the first phase of production. The estimates 
of degree of completion of goods in process thus express only the es¬ 
timated quantity of processing costs required in the final product. 

The equivalent whole units of work performed in Process C during 


January are calculated as follows: 

Number of units completed in January. 2,800 

Deduct number of equivalent whole units in process on December 
31, 400 units estimated I completed. 300 

2,500 

Add equivalent whole units in process on January 31, 600 units 

estimated I completed. 200 

Equivalent whole units of work performed. 2,700 


Processing costs, $24,300, divided by the unit performance for the 
month, 2,700, gives $9, the cost per unit for work performed. Using 
the first-in, first-out method, costs for goods completed, goods in 
process inventory — Process C, goods sold, and finished goods in¬ 
ventory, would be calculated as follows: 

Cost of Goods Completed in Process C and Transferred to Stock: 


[Material cost (cost from Process B in 

December, $15 per unit. $ 6,000 

Processing cost: 

I completed in December, cost: $10X 

300 equivalent units (400 X f). 3,000 

400 I completed in January, cost: $9X100 

equivalent units (400 X?). 900 

Total cost of first 400 units completed 
2,800 unitsi ($24.75 per unit).$ 9,900 

[Material cost (cost from Process B in 

January), $14 per unit. $33,600 

Processing cost in January, $9 per unit. . 21,600 

2,400 - 

Total cost of remaining 2,400 units 
completed ($23 per unit). 55,200 

Total $65,100 

Cost of Goods in Process C Inventory: 

Material cost (cost from Process B in January), $14 

per unit. $ 8,400 

Processing ^ completed in January, cost: $9X200 equiv- 
600 units^i alent units (600XJ). 1,800 

Total $10,200 
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Cost of Goods Sold: 

1,000 units on hand December 31, cost $25 per unit. $25,000 

400 units completed in January, cost $24.75 per unit. .. 9,900 

2,500 units 1,100 units completed in January, cost $23 per unit. 25,300 

Total $60,200 

Cost of Finished Goods Inventory; 

1,300 units completed in January, cost $23 per unit. $29,900 


The accounts in the ledger affected by the foregoing will appear 
as follows: 

Process B 

Materials xxx Jan. 31 Completed, to Process C, 

Processing costs xxx 3,000 units 42,000 


_ Process C _ 

Dec. 31 Balance, 400 units 9,000 Jan. 31 Cost of goods completed, 

Jan. 31 Material cost (from Proc- 2,800 units 65,100 

ess B) 3,000 units 42,000 

31 Processing costs 24,300 

(Balance in the account at the end of the month, $10,200, represents the 
cost of 600 units of goods in process B inventory, J completed.) 

Finished Goods 

Dec. 31 Balance, 1,000 units 25,000 Jan. 31 Cost of goods sold, 2,500 

31 Cost of goods completed, units 60,200 

2,800 units from Process 
C 65,100 

(Balance in the account at the end of the month, $29,900, represents the 
cost of 1,300 units of finished goods inventory.) 

_ Cost of Goods Sold _ 

Jan. 31 Cost of goods sold, 2,500 

units 60,200 

(Balance in this account is to be transferred to the profit and loss account in 
summarizing operations for the period.) 


INVENTORIES ON THE 
BALANCE SHEET 


It is customary for most business units to 
report trading as well as manufacturing 


inventories as current assets, even though it is recognized in some 
instances that it may take considerable time before such inventories 


are realized in the form of cash. Among the items that are generally 


reported separately under the inventories heading are merchandise 
inventory or finished goods, goods in process, raw materials, goods and 
materials in transit, goods on consignment, and goods in the hands 
of agents and salesmen. 
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A number of parenthetical remarks or footnotes may be required 
to afford full disclosure concerning the inventory position of the com¬ 
pany. The basis of valuation (cost, or cost or market, whichever is 
lower), together with the method of arriving at cost (lifo, fifo, average, 
or some other method), should be fully indicated. It will be assumed 
that the procedures indicated have been consistently applied. If 
this is not the case, the change in the method of valuation of inventories 
in developing balance sheet and profit and loss data should be ex¬ 
plained and analyzed so that the effects of the change upon net operat¬ 
ing results may be fully appreciated. 

When an inventory is reduced to the lower of cost or market by 
means of a valuation reserve, such a reserve is properly reported as a 
subtraction from the inventory at cost. However, if earned surplus 
has been appropriated as a reserve for possible future market declines 
in inventory values, such a reserve is reported as part of the company’s 
surplus. If declines materialize, the inventory loss is reported on the 
statement of profit and loss in the year in which it takes place and the 
surplus reserve is returned to earned surplus at such time. 

If significant inventory price declines take place between the bal¬ 
ance sheet date and the date the statement is actually prepared, 
mention of such declines should be made by footnote. Where orders 
for merchandise that are significant in amount have been placed in a 
period of widely fluctuating prices but the title to such items has not 
yet passed, an explanation should be provided concerning such com¬ 
mitments. Information should also be provided concerning any in¬ 
dicated losses on such purchase commitments. 

Where inventories or sections of an inventory have been pledged 
as security on certain loan contracts, such pledges should be mentioned 
in the inventory section. 

Inventory items as these might appear on a balance sheet are 
shown below: 


Inventories (valuation on the basis of cost as obtained 
by use of ‘‘fifo” or market, whichever is lower): 
Finished Goods: 

On Hand (goods of $100,000 have been pledged as 
security on loan of $75,000 from First State Bank). 
On Consignment. 

Finished Parts. 

Goods in Process. 

Raw Materials: 

On Hand. 

Jn Transit from Suppliers. 


300,000 

15,000 315,000 


25,000 

300,000 

210,000 

30,000 240,000 


880,000 
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QUESTIONS 

1. Give certain instances in which estimates of inventory costs are 
necessary or appropriate, and state what procedure would be followed in 
developing satisfactory estimates of such costs. 

2. Distinguish between: (a) gross profit as a percentage of cost and 
gross profit as a percentage of sales, (b) markup cancellation and mark¬ 
down, (c) a reserve for decline in value of inventories and a reserve for 
possible future decline in value of inventories, (d) the gross profits method 
of calculating estimated inventory cost and the retail inventory method 
of calculating estimated inventory cost. 

3. (a) What is the percentage of profit on the basis of cost price when 
the gross profit margin is 25% of selling price? 50% of selling price? 60% 
of selling price? 

(b) What is the percentage of profit on the basis of sales price when 
the gross profit percentage is 25% of cost? 33^% of cost? 50% of cost? 
100% of cost? 

4. (a) What percentage markon on cost is required to produce a 20% 
gross profit on sales? a 25% gross profit on sales? a 40% gross profit 
on sales? 

(b) What is the gross profit on sales if goods are marked up 20%, above 
cost? 50% above cost? 60% above cost? 

5. R. I. Kelly requires an estimate of the cost of merchandise lost by 
fire on March 7. Merchandise inventory on January 1 was $40,000. Pur¬ 
chases since January 1 were $35,000; freight in, $3,000; purchases returns 
and allowances, $2,000. Sales are made at 25% above cost and totaled 
$42,000 to March 7. (a) What was the cost of merchandise destroyed? 
(b) What would your answer be if sales are made at a gross profit of 25% 
of sales? 

6. P. L. Warner takes an inventory at cost on January 15, 1949, which 
is $18,000. His statements are based on the calendar year, so you find it 
necessary to establish an inventory figure as of January 1,1949. You find 
that during the period January 2-15, sales were $60,000; sales returns, 
$1,500; goods pimchased and placed in stock, $54,000; goods returned to 
vendors, $2,000; freight in, $500. Calculate an inventory cost as of January 
1 assuming that goods are marked to sell at 30% above cost. 

7. The profit and loss data for the Ernst Co. follows: 


Sales Purchases 

January. $50,000 $40,000 

February. 60,000 40,000 

March. 65,000 50,000 


The merchandise inventory at cost on January 1 was $20,000. Goods 
are sold at a gross profit of 20% on sales. Compute the monthly inventory 
balances for interim statement purposes. 
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8. At what point should the cost percentage be calculated in the retail 
inventory method in order to find the most conservative new inventory 
figure? Why? 

9. A merchant taking inventory by the retail method maintains no 
separate record of markup cancellations and markdown cancellations. 
Instead he includes the former in markdowns and the latter in markups, 
as “these represent price decreases and increases respectively.“ How will 
this procedure affect his inventory at (a) retail? (b) cost? 

10. A merchandise inventory calculated by the retail inventory method 
is $64,000. A physical count of the stock on hand shows merchandise at 
a retail value of $58,000. (a) Suggest possible reasons for the discrepancy, 
(b) What accounting treatment would be called for in each instance? 

11. Records for the Brooks Dept. Store disclose the following data: 

At Retail 
$ 60,000 


At Cost 

Merchandise Inventory, Jan. 1. $ 40,000 

Purchases, Jan. l~Dec. 31 . 160,000 

Sales, Jan. 1-Dec. 31. 

Sales Returns, Jan. 1-Dec. 31. 


205,000 

5,000 


Inventory taken on Dec. 31 shows merchandise on hand valued at 
retail at $120,000. From the foregoing information calculate the estimated 
cost of the ending inventory. 

12. From the records kept by the Lovett Department Store, the following 
information is available for the month of January: 


Inventory, January 1. , . 

Purchases. 

Freight in. 

Additional markups . . . . 
Markup cancellations. . . 

Markdowns. 

Markdown cancellations. 
Sales. 


Cost 
$ 8,400 
48,810 
2,000 


At Selling 
Price 
$ 12,000 
80,000 

4,300 

800 

6,600 

200 

72,600 


(1) Calculate the inventory on January 31 at (a) the sales price and 
(b) a conservative cost figure. 

(2) Assuming that a physical count on January 31 shows inventory 
at retail of $15,500, how would this be explained and what effect does 
this have on the calculation of the ending inventory? 

13. The Graham Development Company offers for sale lots in a tract of 
land that cost the company $50,000. Lots are classified as follows: 


Class 
Class A 
Class B 
Class C 


No. OF Lots 
10 
20 
25 


Sales Price per Lot 
$2,500 
1,500 
1,000 
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One Class A and one Class C lot are sold. What entries would be 
made to record the sales if cost is determined by relative sales prices? 

14. R. T. Roper, a dry goods dealer, purchased a “job lot” of 6,200 yards 
of bolt goods for $600. Upon receipt of the goods, he selected the 1,600 
yards of best quality and priced them at 251!; per yard; 3,000 yards of 
average grade were priced at ISfi; the lowest grade, 1,000 yards, was priced 
at 12f‘;and the remaining 600 yards of small remnants were marked at 
per yard. The next periodic inventory showed 400 yards of the 25)^ goods 
and 2,000 yards of the 15ji goods on hand; all remaining goods had been 
sold. At what cost should the inventory be shown? 

15. The Standard Manufacturing Company had 300 units, J finished, 
on hand on January 1; during the month 3,000 units were finished; on 
January 31 there were 400 units, f finished, on hand. How much work, 
expressed in equivalent whole units, was performed during January? 

16. On September 1 the Moore Manufacturers had 800 units, J finished, 
in Process No. 2; during September 2,000 units entered into Process No. 2 
from Process No. 1; on September 30 there were 900 units, | finished, in 
Process No. 2. How many equivalent whole units of work were performed 
in Process No. 2 during September? How many units were completed and 
transferred out of Process No. 2 during September? 

17. The Paul Manufacturing Co. produces a single product. During 
December materials of $18,000 were requisitioned for use in the factory. 
Other manufacturing costs in December were: labor, $30,000; overhead 
$12,000. During December 12,000 units were completed and transferred 
to finished stock. On December 1 there were 6,000 units in process in the 
factory, estimated | completed, estimated cost, $7,200. On December 
31 there were 8,000 units in process, estimated -J completed. Degree of 
completion indicates the estimated portion of the total necessary cost to 
produce. What is the cost of goods completed in December and the end¬ 
ing goods in process inventory? 

18. The Lloyd Co. produces Product X by a continuous processing pro¬ 
cedure. On November 30 the Process C account shows the following: 


Process C 


Nov. 1 Bal., 8,000 lbs. (materials 


Nov. 30 16,000 lbs. to Process D 

at 60^; labor and over¬ 
head, processing i com¬ 
pleted, at 20jf) 

6,400 



1-30 From Process B, 20,000 


Nov. 30 Bal., (12,000 lbs., process¬ 
ing i completed) 

lbs. at 70^ 

14,000 

Labor 

12,000 

Overhead 

6,000 



What is the cost of the 16,000 lbs. of mix leaving Process C in Novem¬ 
ber and the cost of the 12,000 lbs. remaining in process on November 30? 
Assume that the first-in, first-out method is used in calculating cost. 
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PROBLEMS 

1. All of the merchandise of the Town Store is destroyed by fire on March 
15. Sales and merchandise data for the year to date were as follows: 


Sales. 60,000 

Sales Returns. 3,000 

Mdse. Inventory, January 1 20,000 

Freight In. 600 

Purchases. 40,000 

Purchases Returns. 1,500 


Instructions: Prepare a schedule to show the estimated fire loss, assuming 
that: 

(1) Merchandise is sold at 60% above cost. 

(2) Merchandise is sold at a gross profit that is 60% of sal^s price. 

2. The Williamson Sales Co. takes a physical inventory on March 31, 
1949, and summarizes operations for the first quarter as follows: 

Statement of Profit and Loss for Three-Month Period Ended March 31, 1949 


Sales. 160,000 

Cost of Goods Sold: 

Inventory, January 1 . 40,000 

Purchases. 170,000 

210,000 

Inventory, March 31 . 82,000 128,000 

Gross Profit. 32,000 

Expenses. 12,000 

20,000 

Less Provision for Income Tax (30%). 6,000 

Net Income for Quarter. 14,000 


In analyzing sales, purchases, and expenses, the following monthly 


totals are found: 

Sales 

Purchases 

Expenses 

January 

40,000 

70,000 

3,000 

February 

62,000 

48,000 

5,000 

March 

58,000 

52,000 

4,000 


160,000 

170,000 

12,000 


Instructions: Prepare a comparative statement of profit and loss showing 
operating detail for each of the months of January, February, and March. 
In computing the monthly inventories, it is assumed that the gross profit 
margin remained constant throughout the three-month period. 
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3. The Jensen Store shows the following data for the month of March: 


Sales. 175,000 

Additional Markups. 12,000 

Markdowns. 30,000 

Markdown Cancellations. 4,000 
Freight In on Purchases. . 2,000 

Purchases (at cost price) . 50,000 


Purchases (at sales price)... 80,000 

Markup Cancellations. 2,000 

Beginning In\ entory (at cost 


price). 105,000 

Beginning Inventory (at sales 

price). 160,000 


Instructions: (1) Calculate the inventory at sales price. 

(2) Calculate the inventory at a conservative cost price. 


4. The following information is found in the records of Department No. 
25 of the City Store at the end of January: sales, $36,000; beginning in¬ 
ventory, at cost, $30,000; beginning inventory, at selling price, $44,000; 
purchases, at cost, $9,050; purchases, at selling price, $15,000; freight in, 
$460; purchases returns, at selling price, $800; purchases returns, at cost 
price, $520; additional markups, $2,500; markup cancellations, $500; 
markdowns, $4,200; markdown cancellations, $750; employee discounts, 
$200; estimated loss due to spoilage, breakage, etc., $300 (atretail). 

Instructions: (1) Calculate the inventory at retail. 

(2) Calculate the inventory at a conservative cost price. 


5, On July 1 the finished goods inventory account on the books of Ward 
Manufacturers, Inc. has a balance of $12,000 and the goods in process 
inventory account has a balance of $15,000. There were 400 units of 
finished product on hand and 750 units in process, averaging | com¬ 
pleted. During July the total material cost used in production was 
$9,600; labor was $8,500; other manufacturing expenses were $6,500. 
During July, 1,100 units were completed and placed in stock, and on July 
31 there were 800 units \ completed in the factory. On July 31 there 
were 400 finished units in stock after shipments to customers. The degree 
of completion of goods in process indicates the estimated portion of the 
total necessary cost to produce. The first-in, first-out method is used in 
calculating cost. 

Instructions: Prepare summaries to show; 

(1) Equivalent number of whole units of work performed. 

(2) Cost of goods completed and transferred to finished stock. 

(3) Cost of goods in process inventory. 

(4) Cost of finished goods inventory. 

(5) Cost of goods sold. 

6. Fine Producers, Inc. produces a single product. On December 1 in¬ 
ventories of the company were: 


Raw Materials. 14,500 

Goods in Process (800 units, approximately 40% completed)... 17,000 
Finished Goods (400 units). 16,800 
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During December materials of $12,000 were purchased and materials 
of $16,000 were requisitioned for use in the factory. Costs during Decem¬ 
ber were: labor, $26,000; other manufacturing costs, $12,000. During 
the month of December, 1,000 units were placed in finished stock and 
1,150 units were sold at $55 per unit. At the end of the month, 1,900 
units were in process, approximately 30% completed. Selling, general, 
and administrative expenses for the month were $8,600. Degree of com¬ 
pletion indicates the estimated portion of the total necessary cost to pro¬ 
duce. Fifo is used in calculating cost. 

Instructions: Prepare a statement of profit and loss, accompanied by a 
cost of goods manufactured schedule and summaries in support of inventory 
values used. 


7. A goods in process account on the books of Master Manufacturers 
appears as indicated below. Materials are received from Process #1, and 
the degree of completion refers only to processing costs as applied to such 
materials. 


Process #2 


May ] Inventory, 800 units, J 

completed 4,400 

1-31 2,000 units from Process 

n 10,000 

Processing costs 16,100 


May 1-31 1,000 units to Finished 
Goods 

31 Inventory, 900 units, § 
completed 


Instructions: (1) Calculate the number of equivalent whole units of work 
performed in Process #2. 

(2) Determine the total costs and costs per unit for goods completed and 
for goods in process. Fifo is used in calculating costs. 

8. The Ever-Ready Company has three processes in its factory. The 
following charges appear in the Process #2 account for the month of 
November. 

Process jfZ 


Oct. 1 Inventory, 200 units, 

40% completed 2,160 

1-31 2,500 units from Process 

n 25,625 

Labor 3,800 

Other factory expense 2,200 


In October, 2,400 units were completed and transferred to Process #3, 
and 300 units, 60% completed, remained in process. The degree of com¬ 
pletion refers to processing costs only. 

Instructions: (1) Calculate the number of equivalent whole units of work 
done in Process #2. 

(2) Calculate the total costs and the costs per unit for goods transferred to 
Process #3 and for goods remaining in Process #2. The first-in, first-out method 
is used in calculating costs. 





CHAPTER VIII 


INVESTMENTS 

NATURE OF It is not necessary to engage directly in the 

IMVESTJulEMTC 

sale of commodities or services in order to 
produce income. Interest may be earned by ownership of corporation 
bonds; dividends may be received by ownership of corporation stock. 
Additional profit may be realized upon the sale of such seciirities. The 
holding of corporation securities provides employment for surplus 
funds that might otherwise be unproductive. The ease of buying and 
selling corporate stocks and bonds on the security markets encourages 
investment of funds. 

Ordinarily stocks and bonds do not constitute the principal assets 
of a company, nor do these produce the company’s normal income. 
For example, an automobile manufacturing company realizes its 
regular income through the sale of automobiles. If it owns stock in a 
corporation that finances the dealers and consumers who buy the 
automobiles, it will have additional income from dmdends on the 
stock of the finance company. A toy manufacturing company may 
have cash in excess of normal requirements during certain periods 
because of the unevenness that characterizes its volume of operations. 
If this cash is invested in United States bonds or notes or other securi¬ 
ties, some income will be realized. The ownership of the securities and 
the income derived from such ownership are both auxiliary so far as 
the main activities are concerned. Whenever funds are tied up in any 
asset not used directly in operations, the asset is known as an invest¬ 
ment. 


CLASSIFICATION From the standpoint of the owner, invest- 

OF INVESTMENTS ments may be either temporary or long-term. 

As suggested earlier, investments that are held as a ready source of 
cash are considered temporary investments and are classed as current 
assets. Here the income is so incidental and the availability through 
sale of the investment at any time for current use so important that 
it would be unwise to remove the item from the current assets. In¬ 
vestments that are not immediately available for meeting current 
cash requirements are known as long-term or permanent investments 
and are reported under a separate noncurrent classification, Invest¬ 
ments. The purpose that is served by the investment governs its 
classification. 
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COMPOSITION OF 

LONG-TERM 

INVESTMENTS 


Long-term or permanent investments in¬ 
clude such a variety of items that it is de¬ 
sirable to consider them in separate classes. 


In this chapter permanent investments are treated under the follow¬ 


ing four divisions: (1) bonds, (2) stocks, (3) funds, and (4) miscel¬ 


laneous. 


In the first division listed, long-term notes and mortgages are 
considered with bonds, since these items ordinarily represent a 
disbursement of cash to the debtor requiring a return of cash when 
the claim comes due. In the meantime the item usually produces 
interest income to the investor. The ownership of common and pre¬ 
ferred stock for purposes of control of related companies or simply for 
additional income from such sources is considered in the second group. 
Cash or other assets turned over to trustees to retire bonds or redeem 
stock, or set aside by the corporation to carry out some other specified 
purpose, are considered in the third division. The fourth division in¬ 
cludes various assets that are acquired or held for some special reason. 
Among these may be found various land contracts, advances, and 
interests in life insurance contracts, trusts, estates, and partnerships. 


INVESTMENTS The accounting treatment for long-term in- 

IN BONDS vestments in the form of bonds, notes, and 

mortgages is similar. Such investments are made principally by sav¬ 
ings banks, insurance companies, and trustees. They provide for the 
receipt of a principal sum in cash at a maturity date and for periodic 
interest payments during the life of the investment. The probability 
of fluctuation in price during the time such securities are held is gen¬ 
erally less than that in the case of stocks. The receipt of income is also 
more regular and assured than with other classes of investments. 

Investments may be made in bonds issued by the government as 
well as in bonds issued by private corporations. Bonds issued by 
private corporations are classified as secured or unsecured. Where bonds 
are secured, security in the form of a mortgage covering the company’s 
real estate and perhaps other property, or a pledge in the form of cer¬ 
tain collateral, is provided. A first-mortgage bond represents a first 
claim against the property of a corporation in the event of the com¬ 
pany’s inability to meet bond interest and principal payments. A 
second-mortgage bond issue is a weaker claim, since it ranks as a claim 
to the property of the defaulting company only after the first-mortgage 
bonds, or senior issue, have been completely satisfied. Third-mortgage 
bonds rank after satisfaction of second-mortgage bondholders, and so 
on. A collateral trust bond is usually secured by stocks and bonds owned by 
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the debtor corporation. Such securities are generally transferred to a 
trust company, where they are held as collateral on behalf of the bond¬ 
holders and may be sold, if necessary, to satisfy the claims represented 
by the collateral trust bonds. Where no security is offered the bond¬ 
holder, the bond is generally termed a debenture. Holders of debentime 
bonds have no claim on any particular asset, but simply rank as general 
creditors with other unsecured parties. The risk involved in such 
securities varies with the strength of the issuing corporation. Deben¬ 
tures issued by a strong company may involve little risk; debentures 
issued by a weak company whose properties are already fully mortgaged 
may involve considerable risk. 

Bonds are frequently issued with the provision that they may be 
called in and retired by the corporation prior to their maturity date. 
Where the corporation exercises this privilege, ordinarily the bonds 
provide that a certain call price which is greater than the bond maturity 
value will be paid. When the corporation wishes to reduce the out¬ 
standing indebtedness, bondholders are notified of the portion of the 
issue to be surrendered, and they are paid in accordance with call 
provisions. Interest does not accrue after the date established for 
retirement of the bonds. 

BOND YIELD The yield that is offered on the purchase of 

bonds is normally commensurate with the 
safety of the investment. Where the financial condition and earnings 
of a corporation are such that payment of interest and principal on 
bonded indebtedness is assured, the interest rate that the company 
has to offer in disposing of a bond issue is relatively low. As the risk 
factor increases, a higher interest return is necessary to attract in¬ 
vestors. The interest rate stated on the bonds is known as the contract 
rate or nominal rate. While bonds provide interest at a certain rate, 
this rate may not be the same as the prevailing or market rate for bonds 
of similar quality at the time the issue is sold. Furthermore, the market 
rate constantly fluctuates. It is these factors that result in the dif¬ 
ference between bond face values and the prices at which they sell 
on the market. 

The purchase of bonds at face value implies agreement between the 
contract rate of interest as specified on the bond and the prevailing 
market rate of interest. If the bond rate exceeds the market rate, the 
bonds will sell at a premium; if the bond rate is less than the market 
rate, the bonds will sell at a discount. The premium or the discount 
is the discounted value of the difference between the contract rate and 
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the market rate of the series of interest payments. A declining market 
rate of interest subsequent to issuance of the bonds results in a rise in 
the market value of the bonds; a rising market rate of interest results 
in a decrease in the bond market value. However, having made the 
purchase of bonds for long-term purposes, the investor normally dis¬ 
regards fluctuations in the market price in accounting for the invest¬ 
ment. In the event of a significant difference between the market value 
and the book value of the bond, it would be advisable to show value 
parenthetically on the balance sheet. 

Extended bond tables are available in determining the price to be 
paid for bonds if they are to provide a certain yield. Reference to such 
a table would show, for example, that a $1,000 bond maturing in 5 
years, interest at 4 per cent payable semiannually, bought to yield 
5 per cent, is worth only $956.24. Such tables can also be used to 
determine the actual 3 deld or effective rate resulting from purchase of 
a bond at an amount other than face value. For example, if the above 
bonds are acquired at a price of $1,020, the yield at the effective rate 
is approximately 3.60 per cent. 


AMORTIZATION AND As in the case of bonds acquired as a tem- 

piScEDURES porary investment, a bond account is charged 

for the purchase price of the bonds, including 
any costs of purchase, and Interest Income is charged for any accrued 
interest received. In the case of long-term investments in bonds, how¬ 
ever, purchase of bonds at a price other than face value suggests amor¬ 
tization of the bond premium or accumulation of the bond discount 
diuing the life of the bonds. 

When bonds are acquired at a premimn, this premium is charged 
against bond income over the life of the bonds. Interest Income is 
charged and the bond account is credited each period for the part of 
the premium that is written off; thus the book value of the bonds 
gradually moves to the maturity value of the bonds, and the interest 
account reports periodically the amount actually earned. Viewed 
differently, the interest each period is considered to be (1) the effective 
income on the investment and (2) a return of a part of the premium 
originally paid. 

'When bonds are acquired at a discount, this discount is added to 
bond income over the life of the bonds. The bond account is charged 
and Interest Income is credited each period for the part of the dis¬ 
count that is accumulated. Here, too, the book value of the invest¬ 
ment gradually moves to its maturity value, and the interest account 
reports periodically the amount actually earned. 
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The straight-line method of amortization or accumulation provides 
for the recognition of an equal amount of premium or discount each 
period. Use of the compound-interest or scientific method requires that 
the effective earning rate on the purchase of the bonds be first deter¬ 
mined; interest income is then reported at the effective rate period¬ 
ically, the difference between the amount reported as earned and the 
amount actually received being shown as the adjustment to the bond 
account. To illustrate the application of both methods, assume the 
purchase of 5-year bonds of $100,000, interest at 6 per cent payable 
semiannually, at $104,375, or a price determined from bond tables to 
yield approximately 5 per cent. The following tabulations show the 
difference in results through use of the two methods: 


AMORTIZATION SCHEDULE — STRAIGHT-LINE METHOD 


Interest 

Payment 

A 

Interest 
Receipt 
(3% OF Face 
Value) 

B 

Net Income 
(A-*of $4,375) 

C 

Premium 

Amortization 

(A-B) 

D 

Bond Carrying 
Value 
(D~C) 

1 

3,000 

2,562.50 

437.50 

104,375.00 

103,937.50 

2 

3,000 

2,562.50 

437.50 

103,500.00 

3 

3,000 

2,562.50 

437.50 

103,062.50 

4 

3,000 

2,562.50 

437.50 

102,625.00 

5 

3,000 

2,562.50 

437.50 

102,187.50 

6 

3,000 

2,562.50 

437.50 

101,750.00 

7 

3,000 

2,562.50 

437.50 

101,312.50 

8 

3,000 

2,562.50 

437.50 

100,875.00 

9 

3,000 

2,562.50 

437.50 

100,437.50 

10 

3,000 

2,562.50 

437 50 

100,000.00 


AMORTIZATION SCHEDULE -- COMPOUND-INTEREST METHOD 


Interest 

Payment 

- X - 

Interest 
Receipt 
(3% OF 
Face 
Value) 

B 

Net Income 

(2 i % OF Bond Carrying Value) 

C 

Premium 

Amortization 

(A-B) 

D 

Bond 

Carrying 

Value 

(D-C) 

1 

3,000.00 

2,609.38 (2J% of $104,375.00) 

390.62 

104,375.00 

103,984.38 

2 

3,000.00 

2,599.61 (2i% of 103,984.38) 

400.39 

103,583.99 

3 

3,000.00 

2,589.60 (2 of 103,583.99) 

410.40 

103,173.59 

4 

3,000.00 

2,579.34 (2i% of 103,173.59) 

420.66 

102,752.93 

5 

3,000.00 

2,568.82 (2i% of 102,752.93) 

431.18 

102,321.75 

6 

3,000.00 

2,558.04 (2i% of 102,321.75) 

441.96 

101,879.79 

7 

3,000.00 

2,547.00 (2i% of 101,879.79) 

453.00 

101,426.79 

8 

3,000.00 

2,535.67 (2J% of 101,426.79) 

464.33 

100,962.46 

9 

3,000.00 

2,524.06 (2i% of 100,962.46) 

475.94 

100,486.52 

10 

3,000.00 

2,513.48 ($3,000-486.52)* 

486.52 

100,000.00 


^21% of $100,486.52 would be $2,512.16. However, use of 5% when the eflfective 
rate was not exactly 5% has resulted in a small discrepancy that requires compensation 
upon recording the final receipt of interest. The bond account is reduced to face value, 
interest income being reduced by the premium balance at the time of bond redemption. 
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While the straight-line method of amortization offers a uniform 
interest amount for each period, the compound-interest method affords 
a uniform earnings rate based upon a declining investment balance. 
Since each interest payment represents a partial retimn of the premium, 
the investment is reduced and earnings are correspondingly less each 
period. While the compound-interest method may thus be supported 
on the grounds of greater accuracy, it will be found that the straight- 
line method is almost invariably employed because it is relatively 
simple in application and sufficiently accurate except where the in¬ 
vestments consist of large blocks of bonds acquired at substantially 
large premiums or discounts. Remaining illustrations in this chapter 
assume use of the straight-line method. 


ACCOUNTING FOR The entries that are required upon the ac- 

kSntsIn^bon'ds quisition of bonds as a long-term investment 

are illustrated in the examples that follow. 
It is assumed that the investor adjusts and closes his books at the end 
of each calendar year. The first example illustrates the entries during 
the first two years of ownership of bonds acquired at a premium: 


Transaction 

Entry 


July 1,1949 

Purchased 100, $1,000, 5% bonds of Hope 
Corp. at 106}, bonds maturing on April 1, 
1958. Interest is payable semiannually 
on April 1 and October 1. Payment was 
made as follows: 

Bonds of $100,000 at 106}. . . $106,750 

Costs of purchase. 250 

Accrued interest, April 1- 
July 1. 1,250 

Investment in Hope 

Corp. 5*s. 

Interest Income. 

Cash. 

107,000 

1,250 

108,250 

$108,250 




October 1, 1949 

Received semiannual interest. 

Cash. 2,500 

Interest Income. 2,600 

December 31, 1949 

(a) To record accrued interest for 3 
months, and (b) to amortize bond pre¬ 
mium applicable to current year. Amorti¬ 
zation: period held in current year, 6 
months; total life of bond issue, 8} years 
or 105 months; current amortization, 
tJitX$ 7,000, or $400 (or 6X$66.66?, 
monthly amortization ~ $400). 

(a) Accrued Interest on 

Investment in 

Bonds. 1,250 

Interest Income,. 1,250 

(b) Interest Income . . . 400 

Investment in 

Hope Corp. 5's. .. 400 

January 1, 1950 

To reverse 1949 accrued interest. 

Interest Income. 1,250 

Accrued Interest on 

Investment in Bonds 1,250 

April 1, 1950 

Received semiannual interest. 

Cash. 2,500 , 

Interest Income. 2,500 
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Transaction_Entry 


October 1, 1950 

Received semiannual interest. I 

Cash. 

Interest Income . . 

2,500 

2,500 

December 31, 1950 

(a) To record accrued interest for 3 
months, and (b) to amortize bond pre¬ 

(a) Accrued Interest 
on Investment in 
Bonds. 

1,250 


mium applicable to ourrent year, /AX 
$7,000, or $800 (or 12X$66.66|, monthly 

Interest Income.. 

1,250 

(b) Interest Income... . 

800 

amortization = $800). 

1 

Investment in 
Hope Corp. 5's 


800 


Entries similar to those for 1950 would be made until 1958. On 
April 1,1958, when the last interest payment is received, the following 
entries are made: 


Transaction 

Entry 


April 1, 1958 

(a) To record amortization for last 3- 

(a) Interest Income 
Investment in 

200 

month period, $7,000, or $200 (or 

3 X $66.66 L monthly amortization = 
$200), and (b) to record receipt of semi¬ 
annual interest and principal amount. 

Hope Corp. 5\s. . 

200 

(b) Cash . 

Investment in 
Hope Corp. 5*s 
Interest Income 

102,500 

100,000 

2,500 


Amortization of the bond premium was recognized in the foregoing 
example at the end of the investor’s fiscal period and also just prior 
to bond redemption. It would be possible to recognize amortization 
at the time of the receipt of each interest payment. However, it 
would still be necessary to bring the amortization up to date at the 
end of the year when any accrued interest is recognized. Instead of 
amortization several times a year and for fractional periods, it is more 
convenient to record amortization for a full year at the end of each 
fiscal period, except for the first and last years when fractional parts 
of a year are involved. 

Sometimes bonds held as a long-term investment are sold prior 
to their maturity date. Since the carrying value of the investment has 
been adjusted during the period of bond ownership by entries for 
amortization, it is evident that the basis for calculating gain or loss 
cannot be original cost. The book value of the bonds must be deter¬ 
mined as of date of sale. This requires amortization to date of sale. 
The difference between the book value on the date of sale and the 
cash proceeds from the sale represents the net reportable gain or loss. 
To illustrate a sale, assume that the bonds in the previous example 
are not held until maturity but are sold at 105 on February 1, 1951. 
Entries in 1951 are: 
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Transaction Entry 


January 1, 1951 Interest Income. . . 1,250.00 

To reverse 1960 accrued interest. Accrued Interest 

on Investment 

in Bonds. 1,250.00 


February 1, 1951 Interest Income. . 66.67 

Amortization of premium to date of sale Investment in 

rbX $7,000, or $66.67. Hope Corp. 5's. . 66.67 

To record sale of bonds: 

(a) Accrued interest, (a) Cash. 1,666.67 

Oct. l~February 1 . $1,666.67 Interest In- 

==^==== come. 1,666.67 

(b) Sales proceeds at 105. . .105,000.00 (b) Cash.104,800.00 

Less costs of sale 200.00 Loss on Sale of 

- Hope Corp. 6's 933.33 

Net proceeds.104,800.00 Investment 

in Hope 

Book Value of Bonds: Corp. 5*s... 105,733.33 


Cost.$107,000.00 

Less amortization 
to date of sale: 

1949 $400.00 

1950 800.00 

1951 66.67 1,266.67 105,733.33 

Net loss $ 933.33 


The two cash entries above may be combined in the form of a single 
compound entry. It may be observed that the bond interest income 
for January, 1951, is $350, or the receipts, $1,666.67, less interest 
relating to 1950, $1,250, and less amortization for the current period, 
$66.67. This is the same monthly interest that was recognized through¬ 
out 1949 and 1950. 

When the market rate of interest is higher than the contract rate, 
bonds will be acquired at a discount. When this is the case, the in¬ 
vestment account is raised to the maturity amount by the process of 
accumulation as illustrated below: 

Transaction Entry 

October 11, 1949 Investment in Atlas, 


Purchased 100, $1,000, 3% bonds of At- Inc. 3*s. 96,750,00 

las, Inc. at 96i, bonds maturing on March Interest Income. ... 333.33 

1,1955. Interest is payable semiannually Cash. 97,083.33 


on March 1 and September 1. 

Payment was made as follows: 

Bonds of $100,000 at 96^.$96,500.00 

Costs of purchase. 250.00 

Interest, Sept. 1-Oct. 11, 40 
days, at 3 7p. 333.33 


$97,083.33 
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Transaction Entry 

December 31, 1949 

(a) To record accrued interest for 4 
months, and (b) to accumulate bond dis¬ 
count applicable to current year. Accu¬ 
mulation: period held in current year, 3 
months; total life of bond issue, years, 

or 65 months; current accumulation X 
$3,250, or $150 (or 3X$50, monthly ac¬ 
cumulation = $150). 

(a) Accrued Interest 
on Investment 

in Bonds .. 1,000.00 

Interest In¬ 
come . 1,000.00 

(b) Investment in 

Atlas, Inc. 3’s 150.00 

Interest In¬ 
come . 150.00 

January 1,1950 

To reverse 1949 accrued income. 

Interest Income . . 1,000.00 

Accrued Interest 
on Investment in 

Bonds 1,000.00 

March 1, 1950 

Received semiannual interest. 

Cash 1,500.00 

Interest Income . 1,500.00 

September 1, 1950 

Received semiannual interest. 

Cash. . . . 1,500.00 

Interest Income 1,500.00 

December 31, 1950 

(a) To record accrued interest for 4 
months, and (b) to accumulate bond dis¬ 
count applicable to current year, H X 
$3,250 or $600 (or 12 Xmonthly accumula¬ 
tion, $50 =$600). 

(a) Accrued Interest 
on Investment 

in Bonds. 1,000.00 

Interest In¬ 
come . 1,000.00 

(b) Investment in 

Atlas, Inc. 3's. . . 600.00 

Interest In¬ 
come . 600.00 


It is necessary to set some arbitrary minimum time unit in the 
amortization of bond premium or the accumulation of bond discount. 
In this chapter the month is used as the minimum unit. Transactions 
occurring during the first half of the month are treated as though they 
were made at the beginning of the month; transactions occurring during 
the second half are treated as though made at the start of the follow¬ 
ing month. Use of a longer term, such as amortization to the nearest 
quarter or half-year, is possible, although this would not be so accurate 
as the shorter time unit. 

It is possible to record in separate accounts the premium and the 
discount on bonds purchased. The bonds are then reported in the in¬ 
vestment account at the realizable maturity value. The premium and 
the discount balances are written off during the life of the bonds. Any 
balance in a premium or a discount account is considered a valuation 
item affecting the bond investment account for statement purposes. 

Where bonds are acquired at a premium and bond interest is sub¬ 
ject to Federal income tax, the bondholder is permitted to report as 
income (1) the actual amount received, or (2) the amount received 
less the amortization of bond premium. If the actual amount received 
is reported as income, the bondholder must use the original cost of tho 
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bonds as a basis for calculating the taxable gain or loss arising from 
the subsequent sale or redemption of the bonds; if income is reduced 
by amortization, an adjusted investment balance is the basis for cal¬ 
culation of gain or loss on the ultimate disposal of the bond. In the 
case of certain classes of government bonds whose income is wholly 
tax exempt, Federal tax laws require that the premium must be 
amortized. Since the interest is nontaxable, no deduction is allowed 
for the amortization; but the basis of the bonds is thus reduced be¬ 
low cost for calculating the gain or the loss arising upon their ultimate 
disposal. 

In the case of bonds acquired at a discount, the bondholder must 
report as income for tax purposes the actual interest received. Upon 
disposal of the bonds, he reports the difference between proceeds and 
cost as the taxable gain or loss. An exception is made in the case of 
certain United States savings bonds where a taxpayer may elect to 
report as income the annual increments in the value of bonds acquired 
at a discount according to a table of redemption values as reported on 
the bonds. When the income is reported as the bond value goes up, 
no income needs to be recognized when the bond is redeemed. 

It is seen from the above that Federal income tax laws may call 
for certain methods that differ from the theoretical procedure described 
earlier, or they may permit the use of certain alternate methods at 
the option of the taxpayer in calculating income subject to income 
taxes. Sometimes the procedures that are to be used in the calculation 
of taxable income are actually applied by the taxpayer in the accounts 
so that the analysis of income and its restatement for tax purposes 
may be avoided. However, the use of tax methods in the accounts, 
where these result in significant misstatements in income and expense 
items, should not be supported. Accounting records should accurately 
measure income and expense elements, while supplementary records 
may be maintained to report either the adjusting data that are re¬ 
quired in revising profit and loss balances for tax purposes or the profit 
and loss balances according to tax laws for those items that differ 
from amounts carried on the books. Accounting statements, then, 
properly summarize financial activities, while tax returns may be 
satisfactorily prepared through the use of book figures together with 
supplementary tax records. 

Investments in' long-term notes and mortgages have many char¬ 
acteristics in common with bond investments. During their life they 
provide interest, and at their maturity date they call for payment of 
a specified amount of cash. Where there is a relatively large risk ele¬ 
ment involved in long-term notes or mortgages, these may be acquired 
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at a considerable discount. If it is believed that there may be failure 
to recover the full amount of the obligation at the maturity date, the 
discount is not accumulated. In such cases, if full payment is made at 
maturity, the discount is recognized as a gain at that time. 

INVESTMENTS IN Long-term investments are often made in 

STOCK shares of capital stock issued by corporations. 

While this may involve considerable risk as far as price fluctuation is 
concerned, it may likewise provide significant rewards in the way of 
earnings and profits. Purchase may also be made to obtain certain 
business connections and advantages, or possibly to secure control of 
a company. Investment may be made in preferred or common stock. 
Preferred stock has certain preferences as to dividends and frequently 
as to assets upon dissolution. Often such stock is convertible into some 
other security, usually common stock, at the option of the stockholder. 
When this is the case, the preferred stock maintains its preference as 
to dividends and is exchangeable into common, should corporate 
activities prove sufficiently profitable to make the common stock the 
more attractive equity. 

As in the case of temporary investments, when stock of a corpora¬ 
tion is purchased, the investment account is debited with the cost of 
the stock plus the brokerage costs, transfer fees, and taxes. Since 
stock involves no obligation on the part of the corporation to pay a 
given amount at a specified future date, there is no problem involAang 
amortization or accumulation. 

Ordinarily, long-term investments in stock are carried at cost until 
sold. Market fluctuations are not recorded on the books, although it 
is advisable to show the market value parenthetically on the balance 
sheet. In the event of material decline in the value of stock, it would 
be possible to establish a valuation reserve, as has been suggested for 
temporary investments. 

When sufficient stock is held to exercise control over the corpora¬ 
tion, the company owning the stock is called a holding or parent company 
and the company whose stock is so owned is known as a subsidiary. 
The investment in stock of a subsidiary may be carried at cost or it 
may be adjusted to follow changes in the net worth of the subsidiary 
resulting from gains, losses, and dividends. When the investment is 
carried without adjustment, the cost method is said to be used. When 
the cost is adjusted as the equity of the parent in the subsidiary changes, 
the investment is said to be carried by the equity method. 

Although dividends on preferred stock do not legally accrue, the 
buyer of preferred stock may be charged for so-called accrued dividends 
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if a purchase is made upon the original issue of the stock at some point 
between dividend dates. Such a charge should not be recorded as a 
part of the cost of the preferred stock, but should appear as a deduction 
from the dividend to be received. To illustrate, assume that A. L. 
Ralph buys 100 shares, $100 par, of 6 per cent preferred stock on 
March 1 at a cost of $10,600, which includes purchase fees, taxes, and 
accrued dividends from January 1 to March 1. A semiannual dividend 
is declared on June 10, payable July 1. Entries are made as follows: 


March 1 Investment in 6% Preferred Stock. 10,500 

Dividend Income. 100 

Cash. 10,600 

July 1 Cash. 300 

Dividend Income. 300 


STOCK DIVIDENDS There may be occasions when stockholders 

receive a dividend in the form of the same 
stock held. Such a stock dividend does not constitute income to the 
individual stockholders, since respective equities in the corporation 
remain exactly the same. While a stockholder has a greater number 
of shares, there are now a greater number outstanding and his pro¬ 
portionate interest remains unchanged. However, the original cost 
of the stock must be allocated between the old stock and the new stock, 
and the adjusted cost is used in determining gains or losses upon dis¬ 
position of the securities. To illustrate, assume that H. C. Smith owns 
stock of the Banner Corporation acquired as follows: 


Lot 1: 50 shares at 120. $6,000 

Lot 2: 30 shares at 90. 2,700 


A stock dividend of one share for every two held is distributed by 
the Banner Corporation. A memorandum entry is required on the 
books of Smith as follows: 

Received 40 shares of Banner Corporation Stock representing a 50% 

stock dividend on 80 shares held. Cost is apportioned as follows: 

Lot 1: 50 shares + 25 shares received as dividend. 

Cost, $6,000. Cost basis per share, $80 ($6,000-5-75). 

Lot 2: 30 shares + 15 shares received as dividend. 

Cost, $2,700. Cost basis per share, $60 ($2,700-^45). 

While the total costs remain unchanged in the ledger accounts, 
the number of shares held and the costs per share are restated as 
follows: 


Lot 1: 75 shares at 80. $6,000 

Lot 2: 45 shares at 60. 2,700 
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The cost basis for each lot becomes significant upon the subsequent 
sale of the stock. As previously explained in Chapter IV, income tax 
requirements provide that if the stock that is sold can be identified 
with a certain lot purchased, such cost may be used; if it is not possible 
to determine the lot sold, sale is assumed to be made from the earliest 
purchases. This first-in, first-out rule is applied in this chapter where 
lots sold are not specifically related to a purchase. Assuming that 
100 shares of the above stock are sold for $10,000, the entry is: 


Cash. . 10,000 

Investment in Banner Corporation Stock. 7,500 

Gain on Sale of Banner Corporation Stock. 2,500 


Sold 100 shares of Banner Corporation stock, 
cost calculated upon the first-in, first-out basis 


as follows: 

75 shares at 80. 6,000 

25 shares at 60. 1,500 


Total cost. 7,500 


Where stock or securities of some class other than that owned is 
received, it would likewise be possible to record the receipt of the divi¬ 
dend by means of a memorandum entry. No income is recognized, 
since receipt of the new asset is considered to be matched by a decrease 
in the value of the ownership equity attached to the original stock. 
However, ordinarily it would be better to set up a new account for the 
asset acquired, cost of the old stock being apportioned between the 
old asset and the new on the basis of the relative fair market values 
of each at the time of the receipt. 

While no income is recognized through either procedure described 
above. Federal income tax laws require that the taxpayer must report 
as income the market value of the new security received. This value 
is subsequently used as a basis for calculating the taxable gain or loss 
on the ultimate disposition of the security acquired as a dividend. If 
the tax view is to be recognized in the accounts, a dividend in the form 
of a security other than the class held would be recorded by a charge 
to an asset account and a credit to income at the value of the security 
received. 

STOCK RIGHTS When a corporation wishes to expand its 

operations through the sale of additional stock 
for cash, stockholders may have the first right to subscribe to the new 
stock. This privilege attaching to stock is called the pre-emptive right 
and is designed to protect a stockholder’s proportionate holdings of 
the corporation’s stock. For example, a stockholder owning 30 per 
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cent of the outstanding stock would own only 15 per cent if the stock 
were doubled and the additional stock were offered and sold to some 
other parties. By offering each stockholder the right to subscribe to 
his prorata share of the new offering, proportionate interests may be 
maintained by the owners. It should be noted, however, that pre¬ 
emptive rights generally apply only to the specific kind of stock held 
by the stockholders. Also, the statutes of some states allow the cor¬ 
poration to limit stockholders’ pre-emptive rights by suitable provisions 
in the corporate charter. 

Because of the difficulties of selling a new stock directly to existing 
stockholders, many corporations follow the policy of having the new 
offering underwritten by an investment house. Under this arrangement, 
the underwriting house agrees to purchase all stock that is not sub¬ 
scribed by the existing stockholders. Sometimes the underwriting 
house is paid a commission on the entire offering, even though it may 
be called upon to purchase only a relatively small proportion of the new 
stock. An underwriting arrangement is advantageous from the stand¬ 
point of the corporation, inasmuch as it is thereby assured of disposing 
of the entire offering and receiving payment promptly. 

In order to make subscription privileges attractive and to insure 
sale of the stock, it is customary for corporations to offer the additional 
issue to its stockholders at less than the market price of the stock. 
Certificates known as stock rights are issued, which enable the holder 
to subscribe for the stock. Rights may be sold by the stockholder if he 
does not care to exercise them himself. 

As in the case of cash and other dividends, the board of directors 
in declaring rights to subscribe for additional shares designates a 
record date that is several days after the declaration date. All persons 
who are shown as stockholders on the records of the corporation as of 
the record date are entitled to the rights. Stock is sold “rights-on” 
up to the record date, since the party who acquires the stock will 
receive the rights upon their issuance. After the record date, the stock 
sells “ex-rights,”' and the rights may be sold separately by those who 
were entitled to the rights as of the record date. A date at which the 
rights expire if they are not exercised is also designated at the time 
the rights are declared. Rights are worthless beyond the expiration 
date. 

Federal income tax regulations prescribe certain rules for the de¬ 
termination of the gain or the loss on (1) the sale of stock rights, (2) 

’Where stock is purchased on the New York Stock Exchange, the stock is quoted 
ex-dividend or ex-rights two full business days prior to the record date, because of 
the time required for delivering the stock and recording the stock transfer. 
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the sale of the stock on which the rights are issued, and (3) the sale 
of stock acquired by exercise of the rights. These rules are acceptable 
from an accounting point of view and are normally applied in the 
accounts. The procedures that are followed are illustrated below. 

Assume that W. C. Warner acquired 100 shares of Superior Prod¬ 
ucts Common, par $100, at $180 per share. At a later date Warner 
received rights enabling him to purchase 1 share of common at par for 
every 5 shares held. Warner would receive 1 right for each share owned, 
or 100 rights. Five rights, however, are needed for the acquisition of 
a single share, each right thus entitling Warner to subscribe for one 
fifth of a new share. The investment now consists of two parts, the 
the stock itself and the rights now held separately. Since either class 
of security may be separately disposed of, an allocation of the cost of 
the stock to the stock and to the rights may be made. This allocation 
is made on the basis of the relative market values of each security as 
of the date the rights are issued. Costs are calculated as follows: 


Cost Assigned to Stock; 


Market Value of Stock Ex-Rights ^ • , p 

Market Value of Stock Ex-Rights-|- ^ 

Market Value of Rights 


Cost Assigned to Rights: 


Market Value of Stock Rights v, p • • . p 

Market Value of Stock Ex-Rights-f ^ 

Market Value of Rights 


Assume that Superior Products common is selling ex-rights at $121 
per share and rights are selling at $4 each. The apportionment of cost 
would be made as follows: 

121 

——7-7X$18,000 = $17,424 (cost assigned to 100 shares, or $174.24 per share) 
121+4 

4 

7 X $18,000= 576 (cost assigned to 100 rights, or $6.76 per right) 

121+4 _ 

Total cost assigned $18,000 


The following entry may be made: 

Superior Products Stock Rights. 676 

Investment in Superior Products Common. 676 


Received 100 rights permitting the purchase of 
20 shares at par. Cost of stock was apportioned 
on the basis of the relative market values of stock 
and rights on the date of issue of the rights. 

The cost apportioned to the rights is used in determining the gain 
or the loss arising from the sale of rights. Assuming that the rights 
are sold at 4^, the following entry would be made: 
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Cash. 460 

Loss on Sale of Superior Products Stock Rights. 126 

Superior* Products Stock Rights. 676 

Sold 100 rights at 4|. 


If the rights are exercised, the cost of the stock acquired consists 
of the cost that is assigned to such rights plus the amount that is 
paid upon their exercise. Assume that instead of selling the rights, 
Warner exercises his privilege to purchase 20 additional shares at par. 
An entry as follows is made: 


Investment in Superior Products Common. 2,676 

Superior Products Stock Rights. 676 

Cash. 2,000 


Exercised rights to acquire 20 shares at par. 

In determining the gain or the loss on the sale of stock on which 
rights were issued, the original cost less the cost assigned to the rights 
is used. Assuming the exercise of rights, Warner’s records show two 
lots of stock held as follows: 

Lot 1: 100 shares, cost per share as adjusted, $174.24 — Total $17,424 

Lot 2: 20 shares, cost per share as calculated, $128.80 — Total 2,676 

These costs are used as the basis for determining subsequent gains 
or losses from sales of the stock. 

LIQUIDATING When stock is held in a company whose chief 

DIVIDENDS -g ^ natural resource that is being con¬ 

sumed by the operations of the company, the dividends received may 
be in part a return of proceeds from assets, or in effect a liquidating 
dividend, and the balance a distribution of profits. When this is the 
case, the investment account is credited with the amount representing 
the liquidating dividend and an income account is credited with the 
amount representing earnings. For example, assume that dividends 
of $10,000 are received from the Ames Corporation, 40 per cent rep¬ 
resenting a liquidating dividend. The journal entry would be: 


Cash. 10,000 

Investment in Ames Corporation Stock. 4,000 

Dividend Income. 6,000 


Information regarding the percentage of dividends applicable to 
liquidation and the percentage representing profits is reported to the 
stockholder by the corporation making the payment. This xeport may 
not accompany each dividend check received during the fiscal year, 
but instead may cover the total of dividend checks paid during the 
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period of a year. If dividends have been recorded on the books as in¬ 
come during the year, the income account should be debited and the 
investment account credited when notification is received concerning 
the amount distributed that is to be considered a liquidating dividend. 

KINDS OF FUNDS Cash or other assets set apart for some 

specified common purpose are called funds, 
sinking funds, or redemption funds. Certain funds are appropriately 
reported as current items, since they are to be used for specified cur¬ 
rent purposes such as the discharge of current obligations. Examples 
of these are: petty cash funds; payroll funds; withholding tax, social 
security, and other tax funds; interest funds; and dividend funds. 
Other funds consisting of cash and investments built up over a long 
term for such purposes as the acquisition or replacement of properties, 
the retirement of long-term indebtedness, the redemption of capital 
stock, or possible future contingencies or obligations are properly con¬ 
sidered noncurrent items and are reported under the Investment head¬ 
ing. Examples of these are: bond sinking funds; preferred stock 
redemption funds; pension funds; funds for accidents, fires, and other 
contingencies; and funds for the replacement or expansion of plant 
and equipment. 

A fund may be created by management voluntarily or it may be 
required by contract. It may consist of a single deposit or of a series 
of deposits, or it may consist of the sum of the deposits plus any earn¬ 
ings identified with the fund. It may be used for a single purpose, 
such as the retirement of bonds at a certain maturity date, or it may 
be used for several related purposes, such as the periodic payment of 
interest on bonds, the retirement of bonds at various intervals, and 
the ultimate retirement of the entire bond issue. 

When a fund is created by management, its control and disposition 
is an arbitrary matter depending upon the wishes of management. 
When it is created through some legal requirement, it is generally 
administered by one or more trustees under a trust agreement, known 
as a trust indenture. Custodians of a fund make periodic reports with 
respect to the total assets comprising the fund as well as asset changes. 
Changes in the fund total through income, expense, and profit and loss 
on the sale of fund items are reflected on the books of the owner as 
well as on the records of the custodian. 

When a corporation is required by agreement to establish a sinking 
fund for a certain purpose, such as to insure payment of bonds or to 
redeem preferred stock, it may be provided that: (1) deposits to the 
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fund shall be arbitrary amounts or shall vary according to profits or 
units of product sold; or (2) deposits shall be equal periodic sums, 
such deposits plus an assumed income or return on the balance on 
deposit to accumulate to the desired amount at some future date. 
The latter method is based on compound-interest factors, and com¬ 
pound-interest tables are used in determining the equal annual deposits. 
Use of such a table, for example, indicates that a fund of $100,000, to 
be produced by five equal annual payments left at 3 per cent compounded 
annually, requires periodic deposits of $18,835.46. The process of 
fund accumulation through deposits and earnings is illustrated below: 


FUND ACCUMULATION SCHEDULE 



Earnings on 

Amount 

Total Increase 

Accumulated 

Year 

Balance of 

Deposited 

IN Fund for 

Total on 


Fund for Period 

IN Fund 

Period 

Deposit 

1 


18,835.46 

18,835.46 

18,835.46 

2 

565.06 

18,835.46 

19,400.52 

38,235.98 

3 

1,147.08 

18,835.46 

19,982.54 

58,218.52 

4 

1,746.56 

18,835.46 

20,582.02 

78,800.54 

5 

2,364.02 

18,835.46 

21,199.48 

100,000.02 


Assuming deposits at the end of each year, the table shows 
$18,835.46 in the fund at the end of the first year as a result of the 
first deposit. At the end of the second year the fund is increased by 
(1) earnings at 3 per cent on the investment in the fund during the 
year, $565.06, and (2) the second deposit to the fund, $18,835.46. The 
total in the fund at this time then is $38,235.98. Fund earnings in the 
following year are based on a total investment of $38,235.98. While 
the schedule is set up on the assumption of an annual 3 per cent return, 
various factors, such as fluctuations in the earning rate and gains and 
losses on investments, may result in earnings that differ from the as¬ 
sumed rate. When this is the case, deposits may be adjusted period¬ 
ically to bring the fund to the required total per schedule. 


ACCOUNTING The accounting procedures that have been 

FOR FUNDS described for investments in stocks and bonds 

are applied in accounting for fund investments in such securities. The 
entries required in fund accumulations are illustrated in the example 
that follows: 


Transaction 


Entry 


June 30,1949 

Made first of a series of 20 equal semi- Sinking Fund Cash 

annual deposits of $40,000 to bond sinking Cash. 

fund. 


40,000 

40,000 
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Transaction 

Entry 



July 6,1949 

Purchased sinking fund securities for 
$35,725, which includes accrued interest 
of $125. , 

Sinking Fund Securities .. 
Sinking Fund Income — 

Interest. 

Sinking Fund Cash. .. 

35,600 

125 

35,725 

December 1, 1949 

Received interest on sinking fund se¬ 
curities, $750. 

Sinking Fund Cash 

Sinking Fund Income — 
Interest .. 

750 

750 

December 31, 1949 

Paid sinking fund charges by custodian, 
$200. 

Sinking Fund Expenses — 

Fees. 

Sinking Fund Cash 

200 

200 

Made second deposit of $40,000 to bond 
sinking fund. 

Sinking Fund Cash. 

Cash. 

40,000 

40,000 



To record accrued interest on sinking fund 
securities and cash deposits, $160. 

Accrued Interest on Sink¬ 
ing Fund Investments.. . 
Sinking Fund Income — 
Interest.... 

160 

160 

To record amortization of premium on 
sinking fund investments, $100. 

Sinking Fund Income — 

Interest . 

Sinking Fund Securities 

100 

100 


It should be indicated that it would be possible to show a single 
account for the bond sinking fund instead of the detailed accounts. 
On the company’s books changes in the fund total could be reported 
only when reports are received from the fund custodian and sinking 
fund income and expense summaries are recorded in the accounts. 
The records of the custodian would show the various investments 
comprising the fund, as well as the individual income and expense 
items; the company’s books would show a single sinking fund balance. 
If a single account were maintained, the sinking fund balance on the 
company’s books on December 31 would be $80,485. The method that 
was followed, however, results in the following account balances on 
the company books: 


Sinking Fund Cash. $44,826 

Sinking Fund Securities. 35,500 

Accrued Interest on Sinking Fund Investments. 160 


Total. $80,485 


Sinking fimd income for the year is $685 and sinking fund expense 
is $200; the difference, $485, represents the net fvmd increase from 
earnings. A single balance for the bond sinking fund or the individual 
items comprising the sinking fund may be reported under the Invest¬ 
ments heading on the balance sheet. These items should not be treated 
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as a deduction from Bonds Payable until the liability is actually 
liquidated. The sinking fund net income is reported as Other Income 
on the statement of, profit and loss. 

Assume in the above example that, after the twentieth deposit, 
sinking fund securities are sold and sinking fund cash is used to retire 
the bonded indebtedness. Entries should be as follows: 


Transaction_Entry 


December 31,1958 

Sold sinking fund securities, book value 
after amortization entries, $1,060,000, for 
$1,100,000 including accrued interest, 
$8,000, total proceeds being added to 
sinking fund cash on hand on this date of 
$15,000. 

Sinking Fund Cash. 1,100,000 

Sinking Fund Se¬ 
curities. 1,060,000 

Sinking Fund In¬ 
come — Interest 8,000 

Gain on Sale of 

Sinking Fund Se¬ 
curities. 32,000 

Paid bonded indebtedness from sinking 
fund cash, $1,000,000. 

Bonds Payable. .. 1,000,000 

Sinking Fund Cash 1,000,000 

Transferred sinking fund cash on hand 
after payment of bonds to cash account. 

Cash. 115,000 

Sinking Fund Cash 115,000 


The foregoing illustration assumed purchase of sinking fund securi¬ 
ties other than bonds originally issued by the company. It is common 
practice for a bond sinking fund to be used to purchase the company’s 
own bonds. Furthermore, it may be specifically provided by bond 
indenture that bonds may be called in by the trustee for redemption 
by serial lots, usually at a call premium. Use of the sinking fund for 
bond purchases frequently operates to support a firm market price 
for the issue, since the company can enter the market whenever the 
market price makes retirement of the company’s bonds attractive. 

The accounting treatment for the acquisition of a company’s own 
bonds from sinking fund cash depends upon whether the bonds are 
formally retired or whether they are kept alive in the fund. If bonds 
are retired, bond accounts are reduced by the carrying value of the 
bonds, sinking fund cash is credited, and the loss or gain on the re¬ 
tirement is recorded in an appropriate nominal account or directly 
in Earned Surplus. If bonds are kept alive by the fund custodian so 
that they may produce income, they should be treated in a manner 
similar to that of other investments. The corporation would continue 
to pay interest on such bonds, and income would be recognized on 
such sinking fund assets corrected by appropriate amortization or 
accumulation of premium or discount on the bond acquisition.^ In 
reporting sinking fund assets for balance sheet purposes, special note 
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should be made by parenthetical remark or footnote of the amount 
of the company’s own bonds that are included in the sinking fund. 

Accounting for the various other investment funds follows the 
principles suggested in accounting for the bond sinking fund. 

FUNDS AND RESERVES Frequently the creation of a fund is accom¬ 
panied by the establishment of a fund reserve 
out of earned surplus. "V^ile the two operations may be related, one 
should distinguish carefully between the nature and purpose of 
the fund and of the fund reserve. The establishment of a fund insures 
the availability of cash for the named purpose; the appropriation of 
surplus makes a portion of past earnings temporarily unavailable as 
a basis for dividend declaration. The latter action prevents working 
capital from being depleted by both transfers to funds and dividend 
payments in an amount exceeding the increase in working capital 
from earnings. 

To illustrate, assume that earnings in a year are $75,000, working 
capital and earned surplus being increased by this amount. However, 
working capital is reduced when funds of $50,000 are set aside in a 
bond sinking fund. Since the net increase in working capital is now 
only $25,000, and dividends in excess of this amount will impair the 
working capital position, it may be desirable to show in the accounts 
that dividends should be limited to $25,000. This may be done by 
transferring $50,000 from Earned Surplus to Reserve for Bond Sinking 
Fund. 

The following entries report the transfer of cash to the sinking 
fund and the earmarking of earned surplus as unavailable for dividends 
in view of the use of funds for sinking fund purposes: 


Bond Sinking Fund. 50,000 

Cash. 50,000 

Transferred cash to bond sinking fund. 

Earned Surplus. 50,000 

Reserve for Bond Sinking Fund. 50,000 


To appropriate earned surplus equal to current 
funds transferred to bond sinking fund. 

While surplus appropriations may be voluntarily authorized by 
management whenever cash is transferred to long-term funds, the 
terms with creditor groups may require such periodic appropriations 
of earned surplus and the limitation of dividends along with fund ac¬ 
cumulations. The surplus reserve is reported as appropriated earned 
surplus in the net worth section of the balance sheet. Further detailed 
discussion of surplus reserves is deferred until later chapters. 







Ch. 81 


INVESTMENTS 


S03 


MISCELLANEOUS An almost endless list of items may be found 

INVESTMENTS under the head of Miscellaneous Investments. 

If such assets do not produce current interest, dividends, or other in¬ 
come, it is expected by the management that they will have an ultimate 
favorable effect on proprietorship in some other way. For example, the 
purchase of an adjoining ten acres to provide for factory expansion 
ten years hence is classified as an investment because the purchase 
was made in advance and the buyer believed the ultimate cost would 
be lessened thereby. Or, a five-year loan to a customer of long standing 
is made because it is believed that the loan will carry him through a 
bad period and he will continue as a profitable customer after the 
present strain has passed. 

When land is bought in advance to provide for future expansion, 
the amount involved in its purchase is considered an investment. If 
land is purchased to be sold later at a profit, it also is considered an 
investment. Land, while it is being held, is not related to the annual 
income of the company; therefore any costs incident to the holding need 
not be deducted from current earnings, but may be added to the in¬ 
vestment in the land. When the land is used for construction purposes 
or is sold, the cost to the company includes all expenditures incident 
to the holding of the land. 

Many business enterprises carry life insurance policies on the lives 
of their important executives. It is recognized that the corporation 
has a very definite stake in the continuing services of its officers. These 
policies may have a cash surrender value that should be reported under 
the investment classification when the equity belongs to the corpora¬ 
tion. The difference between the annual premium and the increase 
in cash surrender value may be considered a current operating expense. 

Advances to subsidiaries or other related corporations are invest¬ 
ments from the standpoint of the advancing enterprise. They represent 
a financial service rendered because basiness relations are otherwise 
profitable. 

Equities in partnerships should be shown as investments on the 
books of the individual partners. An investment account is charged 
for the contribution made by the partner to the partnership. This 
account should be charged for any profits of the partnership ac¬ 
cumulated to the credit of the individual partner and should be credited 
with any losses. 

When a party has inherited an interest in an estate, the equity 
acquired should be shown under Investments until the estate is liqui¬ 
dated. 
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INVESTMENTS ON THE The investment classification on the balance 
BALANCE SHEET sheet is generally the first subdivision of the 

noncurrent group. Ordinarily the separate items, such as invest¬ 
ments in stock of subsidiary companies, long-term investments in 
securities, and bond sinking funds, are reported individually. The 
investment section of a balance sheet might appear as follows: 


Investments: 

Investments in subsidiaries not consolidated 

(at cost). $1,500,000 

Advances to subsidiaries. 250,000 

Long-term investments in securities (market 

value, $147,000). 150,000 

Cash and securities in bond sinking fund 

(market value, $416,500). 400,000 

Miscellaneous investments in unused facilities 140,000 $2,440,000 


QUESTIONS 

1. “Permanent investments need to reflect market values to a lesser 
degree than temporary investments.” Do you agree? Explain. 

2. Which of the following items should be included under “Investments” 
in the accounts of the General Manufacturing Company: 

(a) Land used as parking area for customers. 

(b) United States Treasury notes, to provide income for otherwise 
idle funds during the slack season. 

(c) Land adjoining factory to provide for expansion program at least 
five years hence. 

(d) A company’s own bonds in bond sinking fund. 

(e) Accrued interest on above bonds. 

(f) Advance to subsidiary company. 

(g) Cash surrender value of insurance policy where corporation is 
beneficiary. 

(h) A fund to be used to pay current bond interest. 

(i) A preferred stock redemption fund. 

(j) Fund for payment of employees’ withholding tax. 

(k) Fund for payment of pensions to employees. 

3. Distinguish (a) between secured and unsecured bonds; (b) between 
mortgage, collateral trust, and debenture issues. 

4. What is meant by market rate, nominal rate, and effective rate as 
relating to bonds? Which of these change during the life of the bond? 

5. (a) The Stewart Corporation acquires $100,000 of 3^% bonds of 
Western Stores, Inc. on a basis to yield 3.8%, paying $97,523.45. Interest 
is payable semiannually and the bonds mature in 10 years. What entries 
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would be made for the receipt of the first two interest payments, assuming 
discount accumulation on each interest date by (1) the straight-line 
method and (2) the compound-interest method? (b) Assuming that the 
purchase was made on a 2.75% basis, $106,518.28 being paid, what entries 
would be made upon receipt of the first two interest payments, assuming 
premium amortization on each interest date by (1) the straight-line 
method and (2) the compound-interest method? 

6. R. S. Doug purchased 1,000 shares of Abbott Motors at $90 a share, 
paying his broker $40,000. At the end of the year he shows on his balance 
sheet, Abbott Motors Stock, $75,000. The market value of the stock is 
now $125 a share and Doug has made no fimther payment to his broker. 
Do you approve of this report? Explain. 

7. A. C. Wilson purchased 1,000 shares of Michigan Motors on April 6 
at65j. The brokerage cost was $240. On March 15 Michigan Motors had 
declared a $1.50 cash dividend payable on May 1 to stockholders of 
record on April 15. Give the journal entry for (1) purchase of the stock 
on April 6 and (2) receipt of the cash dividend on May 1. 

8. A. T. Bell purchased 100 shares of Ann Arbor Electric 5% Preferred 
at 80, 100 shares at 100, and 100 shares at 120. Later he sold 200 shares 
at 135. (a) Assuming that Bell wishes to report as little gain for tax pur¬ 
poses as possible this year, what procedure would you advise? (b) How 
will this procedure affect disposition of remaining stock? 

9. On July 10 the Atlantic Co. declares stock rights to be made available 
to stockholders of record July 25, the rights to expire on August 15. The 
rights permit the purchase of 1 share of stock at 80 for every 4 shares held. 
The stock is sold on July 24 rights-on at 120. (a) What would you suggest 
is the theoretical value of each right when these are sold separately on 
July 25? (b) What is the significance of each of the dates indicated? 

10. On April 1, N. N. Andrews purchased 1,000 shares of Doyle Parts 
common stock, par $5, at 24. On July 7 Andrews received a stock dividend 
of 1 share for every 5 owned. On September 10 he received a cash dividend 
of 60 cents on the stock and was granted the right to purchase 1 share at 
$10 for every 4 shares held. On this date stock had a market value ex¬ 
rights of $15, and each right had a value of $1. On December 12 Andrews 
sold 400 rights at IJ and exercised the remaining rights. What entries 
will appear on Andrews’ books as a result of the foregoing? 

11. Journalize the following transactions for S. R. Shore for 1949: 

(a) On March 1 pmchased as a temporary investment $10,000 of 
Howard Co. 6% bonds, maturing January 1,1952, interest payable 
July 1 and January 1, at 91 plus accrued interest. 

(b) On Jime 15 purchased 300 shares of O’Conner Company common 
stock, par $10, at 60. 
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(c) On June 30 received semiannual interest on bonds and immediately 
thereafter sold bonds of $5,000 at 88. 

(d) On July 10 received a 33^ % stock dividend. 

(e) On September 10 received a $1 cash dividend on stock and was 
granted the right to purchase 1 share at $50 for every 4 shares 
held. Stock had a market value ex-rights of 58 and each right a 
value of 2. 

(f) On September 20 acquired 40 shares of stock by exercise of rights 
and sold remaining rights at If. 

12. Must each dividend check including a liquidating dividend specify 
what part is applicable to earnings and what part to reduction in capital? 
Explain. 

13. Sinking fund tables show that ten equal annual deposits of $87,230.51 
will produce a fund of $1,000,000, on a 3% basis. Give the entries required 
for the first three deposits at the beginning of 1949, 1950, and 1951 and 
for the increases in the fund balance for earnings at 3% at the end of 
1949, 1950, and 1951. 

14 . On April 1, 1949, the Rodd and Riggs Corporation invested Plant 
Expansion Fund Cash in bonds of the local municipality. The corporation 
paid $9,500 for ten $1,000, 5% bonds due in 10 years. Interest is payable 
semiannually on April 1 and October 1. (a) Give all of the entries that 
would api>ear on the company’s books in 1949 as a result of the investment, 
(b) How would the bonds appear on the corporation’s balance sheet at 
the end of the first year? 

15. If the trustee of a sinking fund invests fund assets in the bonds that 
required the sinking fund, should such investments appear as additions 
in the fund or deductions from the bond issue? Explain. 

16 . The Hudson Co. under terms of its bond indenture acquires $10,000 
of its first mortgage bonds outstanding at a price of 102. The bonds were 
originally issued at face value. What are the entries, assuming that (a) 
the bonds are formally retired, (b) the bonds are kept alive in the sinking 
fund? 

17 . In 1939 the C. E. Griff Corporation purchased for $50,000 ten acres 
adjoining its manufacturing plant, to provide for possible future ex¬ 
pansion. From 1939 to 1949 it paid $20,000 in taxes and $30,000 in special 
assessments. In 1949 it sold one half of its holdings for $75,000 and erected 
a building at a cost of $300,000 on the other half. The corporation shows 
Plant at $325,000 on its balance sheet on March 31, 1949. Make the 
necessary corrections on the books of the corporation. 

18 . Name at least ten items that are properly reported under the 
investment heading on the balance sheet. 
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PROBLEMS 

1. The Clark Sales Co. maintains a bond redemption and interest fund. 
Bonds acquired by the trustee of the fund are immediately canceled. 
Four per cent bonds of $1,000,000, interest payable semiannually on 
January 1 and July 1, were originally issued at face value. Bonds of 
$200,000 were retired prior to 1949. The bond fund on January 1, 1949, 
has a balance of $65,000, and transactions affecting the fund in 1949 are 
as follows: 

Jan. 3. A deposit of $50,000 is made to the bond fund. 

Feb. 16. Bonds of $50,000 are called at 101^ plus accrued interest. 

June 30. Interest checks for 6 months ending July 1 are mailed to bond¬ 
holders. 

July 1. A deposit of $50,000 is made to the bond fund. 

Oct. 1. Bonds of $50,000 are purchased on the open market at 98J plus 
accrued interest. 

Nov. 1. Bonds of $30,000 are purchased at 99l plus accrued interest. 

Dec. 31. Interest checks for 6 months ending January 1 are mailed to 
bondholders. 

Dec. 31. Trustees fees and bond fund expenses of $3,200 for the year are 
paid. 

Instructions: Journalize the foregoing transactions for 1949. 

2. Standard Co. has established a pension plan for employees. At the end 
of each period an expense account is debited and Reserve for Pensions, 
a liability account, is credited for the estimated pension requirements. 
A pension fund that is also maintained is increased by semiannual deposits 
to the fund. Pension payments are recorded by a credit to the fund and 
a charge to the reserve. The balance in the fund account and changes in 
the fund for 1949 follow: 


Fund Balance, January 1: 

Cash. 16,000 

U. S. Treasury 3's, interest payable May 1 and Nov. 1, due 

May 1, 1961 (acquired at face value). 100,000 

Harding Co. 1st Mortgage 4’s, interest payable January 1 

and July 1, due January 1,1961 (face $80,000). 82,400 

Accrued Interest on U. S. Treasury 3's. 500 


Jan. 15. Cash of $50,000 was transferred to the pension fund. 

Feb. 7. Purchased $50,000 of Lakeside County 3% bonds, interest payable 
April 1 and October 1, at 96| plus accrued interest. Bonds mature 
on April 1, 1953. 

April 1. Received semiannual interest on Lakeside County 3’s. 

May 2. Received semiannual interest on U. S. Treasury 3*s. 

June 30. Pension payments for 6 months were $14,400. 

30. Received semiannual interest on Harding Co. 4's. 

July 15. Cash of $50,000 was transferred to pension fund. 

Aug. 1. Purchased $50,000 additional Lakeside County 3*s, 1953 series, 
at 97| plus accrued interest. 

Oct. 1. Received semiannual interest on Lakeside County 3's. 

Nqv, 1. Received semiannual interest on U. S. Treasury 3's, 
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Nov. 25. Sold $20,000 of Harding Co. 4's for $21,260, which includes accrued 
interest on the bonds to this date. 

Dec. 31. Pension payments for 6 months were $15,800. 

81. The reserve for pensions was increased by $100,000 for the year. 

31. Received semiannual interest on Harding Co. 4's. 

Instructions: Give all of the entries required for 1949 as a result of the 
above, including any adjustments that would be necessary at the end of the 
year. (Assume that accumulation and amortization procedures are followed 
with respect to all bonds in the sinking fund, entries being made at the end 
of the year.) 

3. The Hunter Corporation completes the following transactions, among 
others, during 1949: 

Mar. 1. Purchased $100,000 of Coast Sales Corporation First Mortgage 
Bonds, maturity date August 1, 1954, interest of ^ per cent 
payable semiannually on February 1 and August 1, at 105 plus 
brokerage of $200 and accrued interest. 

April 6. Purchased 800 shares of Western Motors, Inc. common, par $100, 
for $91,000. 

May 2. Received a common stock dividend on Western Motors, Inc, 
common of 1 share for every 4 shares held. 

July 15. Was granted the right to purchase 1 share of stock at par for every 
5 shares of Western Motors, Inc. stock held, the option expiring 
August 15. Stock had a market value of $125 ex-rights, and each 
right had a value of $5 on the date the rights were issued. 

Aug. 1. Received semiannual interest on bonds held. (Bond premium 
amortization by the straight-line method is recorded at the time 
interest is received.) 

Aug. 11. Sold Coast Sales Corporation bonds of $20,000 at 102| and accrued 
interest, less fees of sale, $50; also exercised option on stock rights 
on this date. 

Oct. 1. Sold 300 shares of Western Motors, Inc. for $33,600. 

Dec. 31. Adjusted the accounts relative to the foregoing. 

Instructions: Journalize the foregoing. (Show calculations.) 

4 . Information relative to the A. M. Moore Company's investments 
during 1949 follows: 

Jan. 6. Purchased 200 shares of Valley common stock, $50 par, for $17,700. 

Feb. 11. Purchased as a long-term investment $50,000 of Webster First 

Mortgage Bonds, maturity date October 1, 1953, interest of 6% 
payable semiannually on April 1 and October 1, at 105 plus broker¬ 
age of $160 and accrued interest. 

Mar. 15. Received a cash dividend of 75 cents and a stock dividend of 
1 share for every 4 held on Valley common stock. 

April 1. Received semiannual interest on bonds held. (Bond premium 
amortization by the straight-line method is recorded at the time 
interest is received.) 

June 15. Received a cash dividend of 75 cents on Valley common stock. 

Also was granted the right to purchase 1 share of stock at $54 for 

every 5 shares held, the option expiring July 1. Stock had a market 
value of $59 ex-rights, and each stock right had a market value of 
$1 on the date the rights were issued. 

June 30. Sold 100 rights at 1| and exercised option on remaining rights. 
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July 18. Purchased 100 shares of Valley common stock at 65. 

Sept. 12. Sold $10,000 of Webster bonds at 104 and accrued interest less 
brokerage fees of $40. 

Sept. 15. Received a cash dividend of 76 cents on Valley common stock. 

Oct. 1. Received semiannual interest on bonds held. 

Dec. 16. Received a regular dividend of 75 cents and an extra dividend 
of 25 cents on Valley common stock. 

Dec. 28. Sold 300 shares of Valley common stock for $16,440. 

Dec. 31. Adjusted the accounts relative to the foregoing. 

Instructions: Journalize the foregoing. (Show calculations.) 

5. The Walsh Co. completed the following transactions that affected items 
in its investment accounts during 1949: 

Jan. 15. Purchased 1,000 shares of Olympic Motor Parts stock, par $100, 
for $66,500. 

Feb. 1. Purchased $50,000 of Carter Sales Corporation 5% oonds at face 
value plus accrued interest. Interest is payable semiannually on 
January 1 and July 1. The bonds mature on July 1, 1964. 

Mar. 15. Purchased 500 shares of Kelsey Carburetor 4^% preferred stock, 
par $100, paying 83^. Brokerage cost on the purchase amounted 
to $130. 

April 1. Purchased $25,000 of Ralph Radiator, Inc. 4%, 10-year bonds at 
96 plus accrued interest. Brokerage cost on the purchase was $160. 
Interest on the bonds is payable semiannually on July 1 and Janu¬ 
ary 1. The bonds mature January 1, 1959. 

May 10. Purchased 10,000 shares of Ross Wheels Corporation no-par com¬ 
mon stock, paying 26|. Brokerage cost on the purchase amounted 
to $2,000. 

May 20. Sold 1,000 shares of Gale, Inc. common stock at 67J, less a broker¬ 
age cost of $240. These shares had been purchased during the 
previous year in two equal lots at costs of 70J and 821 respectively. 
The brokerage costs incident to buying were $240 and $260 respec¬ 
tively. 

May 26. Sold 5,000 shares of Ross Wheels Corporation stock at 30|. Fees 
on the sale amounted to $1,050. 

June 15. Received a semiannual dividend of 75 cents per share on Ross 
Wheels Corporation stock and a stock dividend of 1 share for every 
4 owned. 

July 1. Received the interest on the Carter Sales Corporation bonds. 

July 1. Received the interest on the Ralph Radiator, Inc., bonds. 

July 5. Sold $10,000 of Carter Sales Corporation 5% bonds for $10,500 
and accrued interest. Fees on the sale were $80. 

July 12. Received a semiannual dividend on the Kelsey Carburetor pre¬ 
ferred stock. 

Sept. 16. Sold 3,000 shares of Ross Wheels Corporation stock at 23f. Pees 
on the sale were $560. 

Dec. 16. Received a semiannual dividend of 75 cents a share on Ross Wheels 
Corporation stock. 

Dec. 31. Received interest on Carter Sales Corporation bonds. 

Dec. 31. Received interest on Ralph Radiator bonds. Recorded bond dis¬ 
count accumulation to date. ^ 

Instructions: Record the foregoing transactions in journal form. (Give 

necessary calculations in explanations for journal entries.) 



CHAPTER IX 


PLANT AND EQUIPMENT — COST AND DEPRECIATION 


NATURE OF PLANT The term “plant and equipment” on the 

AND EQUIPMENT balance sheet is used as a classification head¬ 

ing for those tangible properties of a relatively permanent character 
that are used in the normal conduct of a business. Under this heading 
are included such items as land, buildings, machinery, tools, and office 
and selling equipment. While the term “fixed assets” is frequently 
used to designate such plant properties, it has already been observed 
that this term may be used in a broader sense as applying to all non- 
current items including investments, intangibles, and deferred charges. 
Sometimes “fixed tangibles” and “fixed intangibles” are employed as 
substitutes for the terms “plant and equipment” and “intangibles” 
respectively. The tendency in present practice to classify noncurrent 
items under titles that properly designate the nature of the assets 
shown is to be encouraged. One of the noncurrent asset groups, in¬ 
vestments, has already been considered. The plant and equipment 
class is considered in this and in the next chapter. Intangibles and 
deferred charges are discussed in Chapter XI. 

As in the case of other noncurrent assets, plant and equipment 
items do not tend to turn over with the speed of current assets. The 
number of transactions is relatively small, and the items involved in 
the transactions are carried over in successive balance sheets. The 
plant assets are acquired, used, and retired. While plant and equip¬ 
ment as a class remains as long as the business continues, the individual 
items, with the exception of land, have a limited productive or service 
life. The cost of plant items is assigned to operations by means of 
periodic depreciation charges. When an item is entirely used up, its 
complete cost should have been deducted from periodic incomes. If 
operations are to continue, a new asset is substituted for the one retired. 


COMPOSITION OF It is customary to classify plant and equip- 

E^V^^NT^ ment items in three principal groups: (1) 

land, (2) buildings, and (3) machinery and 
equipment. The first group includes building sites, parking areas, and 
yards. The second group includes not only buildings, but building 
appurtenances such as drainage equipment, water mains, roads, and 
walks. Machinery and equipment, the third subdivision, includes 
plant machines; hand and machine tools; patterns and dies; store and 
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office equipment; machines, trucks, vessels, and other transport 
equipment; and barrels, drums, boxes, and other returnable containers. 

Land held for future use or as a speculative venture to be resold, 
or buildings owned but leased to others, should not appear in the plant 
and equipment section, but should be reported as investments. Lease¬ 
holds acquired on land and buildings should be reported under the 
intangibles heading on the balance sheet. 


CAPITAL AND The proper handling of expenditures incident 

REVENUE CHARGES acquisition and use of plant items pre¬ 

sents important accounting problems. In recording an expenditure 
relating to plant and equipment, it must be determined whether the 
income of the present period alone or the incomes of additional future 
periods are favorably affected. If only the present period is benefited, 
the expenditure should be related to current operations by a charge 
to an appropriate expense account. Such an expenditure is called a 
revenue charge. If more than one period is favorably affected, the charge 
should be related to income beyond the current fiscal period; hence a 
charge to an appropriate asset account is required. Such an expenditure 
is called a capital charge. 

Income cannot be accurately measured unless expenditures re¬ 
lating to plant assets are properly identified as capital or revenue. 
When an expenditure is recorded as a revenue charge, the entire ex¬ 
penditure is disposed of in the current period; when it is recorded as a 
capital charge, the expenditure is charged to the income of future 
periods through recognition of regular charges for depreciation. An 
incorrect charge to an asset instead of to expense results in a current 
overstatement of assets as well as current profit and in the subsequent 
understatement of profits when depreciation is recognized. Con¬ 
versely, an incorrect charge to expense instead of to an asset results 
in a current understatement of assets and current profit and the sub¬ 
sequent overstatement of profits in the absence of appropriate charges 
for depreciation. 


VALUATION OF Plant items are normally reported on the 

PI .A.MT AMD 

EQUIPMENT balance sheet at original cost less that portion 

of the cost which has been allocated to the 
past operations. The rule for valuation is frequently described as 
“cost less accrued depreciation.” By accrued depreciation is meant 
the sum of the periodic depreciation charges since the asset was put 
into use. The cost of an asset less its depreciation to date is known as 
its book value. 
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The cost of a plant item ordinarily includes all outlays up to the 
time it is usable for the purpose for which it was acquired. All costs 
incident to purchase, transportation, installation, and preliminary 
experimentation are added to the purchase price in obtaining the 
total investment in the asset. This total investment is then charged 
to the operating periods that receive the benefits arising from the in¬ 
vestments. 


ACQUISITION OF There are a number of different ways in 

E^li^^N*^ which plant and equipment items may be 

acquired. These need to be considered, since 
each method of acquisition raises special accounting problems relating 
to the costs to be assigned to the assets. The acquisition of plant 
properties is discussed under the following headings: 

(1) Purchase for cash or on account. 

(2) Exchange. 

(3) Issuance of securities. 

(4) Construction. 

(5) Gift or discovery. 


While this list is not exhaustive, it covers a sufficient variety of 
types to illustrate the problems that may arise with respect to the 
plant valuation. 


Acquisition by Purchase for Cash or on Account. Plant and equip¬ 
ment is most frequently acquired by purchase for cash or on account. 
In recording the purchase, a number of items must be added to the 
agreed purchase price. 

In the purchase of land, for example, such items as legal fees, title 
fees, brokers commissions, back taxes, surveying costs, and costs of 
improving the land and preparing it for use are included as part of its 
cost. When a site secured for a new plant is already occupied by a 
building that must be torn down, the cost of dismantling and remov¬ 
ing the old structure, less any recovery from salvage, is a proper ad¬ 
dition to the land cost; if salvage exceeds the costs of razing buildings, 
such excess may be considered a reduction in the land cost. Special 
assessments paid subsequent to the purchase of land for area improve¬ 
ments are added to its cost. 

In the acquisition of both land and buildings, the total costs appli¬ 
cable to the purchase must be allocated between the assets, since only 
the buildings are depreciable. Appraisal values, reproduction costs 
reduced to present depreciated values, or other available evidence is 
used as support for an equitable allocation of the lump-sum pmchase 
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price. For example, if property is acquired for $40,000 and the real 
property tax bill shows land assessed at $10,000 and improvements 
at $15,000, land and buildings may be recorded separately at 160 per 
cent of assessed value, or $16,000 and $24,000 respectively. 

In the purchase of machinery and equipment the items to be added 
to the invoice cost include costs of freight, insurance in transit, duties, 
sales taxes, registration, and all other expenditures relating to installa¬ 
tion and preparation of the asset for use. Cash discounts received on 
a purchase of machinery and equipment are preferably treated as a 
reduction in cost; if a discount is to be considered as a financial income 
item, the asset must be recorded at the invoice price. Assume the 
purchase for cash of a motor truck with the following costs: invoice 
price, $2,400; freight, $250; delivery cost, $30; sales tax, $80.40. The 
purchase is recorded as follows: 

Delivery Equipment. 2,760.40 

Cash. 2,760.40 

When a plant item is acquired in second-hand or used condition, 
it is generally set up at actual cost rather than at its cost to the original 
buyer less a reserve for depreciation on this cost. The useful life of 
such an asset is naturally less than that of a similar asset acquired 
new. 

Acquisition by Exchange. When an asset is acquired to replace an 
old asset, the old asset may be applied on the purchase price of the 
new. The allowance for the old asset may be greater or smaller than 
the undepreciated portion of the asset traded in; it is rarely exactly 
the same. This difference may be considered as an extraordinary profit 
or loss item. To illustrate, assume that, at the beginning of 1949, 
store fixtures costing $5,000 and having a book value of $2,000 are 
accepted at $1,600 in part payment on new fixtures costing $6,000. 
The following entry is made: 


Store Fixtures. 6,000 

Reserve for Depreciation of Store Fixtures. 3,000 

Loss on Trade of Store Fixtures. 400 

Store Fixtures. 5,000 

Cash. 4,400 


The new fixtures are recorded at the price that would have to be 
paid in the absence of a trade-in. If the fixtures could have been ac¬ 
quired at a cash price of $5,600 instead of $6,000, it would be ap¬ 
propriate to record the asset at this value, the trade-in value of the 
old fixtures being recognized as actually $1,200. The difference be¬ 
tween the book value of the asset traded in and the allowance on the 
new asset may be interpreted as an extraordinary loss relating to the 
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decision to trade the asset at this time or as failure to recognize ade¬ 
quate depreciation in prior years. This charge is made to a nominal 
account if it is the practice to report extraordinary items and correc¬ 
tions in the lower section of the statement of profit and loss, or to 
earned surplus if it is the practice to report such items as adjustments 
to surplus on a surplus statement. An excess of trade-in value over 
book value represents a gain on the trade-in. The gain is recorded by a 
credit to a nominal account or to earned surplus. 

In the preceding example, it was assumed that the asset was ex¬ 
changed at the end of the fiscal period. When depreciable assets are 
exchanged during a fiscal period, depreciation should be recognized 
for the partial period from the beginning of the fiscal period to the 
time of the exchange. The book value at the time of the exchange is 
then used in recording the exchange. For example, assume that the 
transaction above did not occur until the middle of 1949. The annual 
depreciation charge is $1,000. Depreciation for one-half year is recorded, 
and this is followed by the entry to record the exchange. These entries 


are: 

Depreciation of Store Fixtures. 500 

Reserve for Depreciation of Store Fixtures. 500 

Store Fixtures. 6,000 

Reserve for Depreciation of Store Fixtures. 3,500 

Store Fixtures. 5,000 

Cash. 4,400 

Gain on Trade of Store Fixtures. 100 

The foregoing may be combined in the form of a single compound 
entry as follows: 

Store Fixtures. 6,000 

Reserve for Depreciation of Store Fixtures. 3,000 

Depreciation of Store Fixtures. 500 

Store Fixtures. 5,000 

Cash. 4,400 

Gain on Trade of Store Fixtures. 100 


In the absence of adequate proof that the depreciation rate used 
in the previous periods was inaccurate, the rate of depreciation for the 
current period is the same as that used in prior periods. 

Acquisition by Exchange — Income Tax Requirements. For Federal 
income tax purposes, a loss or a gain is not recognized on the exchange 
of business or investment property solely for property of a like kind 
even though the trade-in allowance differs from the book value of the 
asset. The tax basis for the new asset is measured by the amount paid 
plus the book value of the asset traded in, the loss or the gain thus 
becoming an addition to or a subtraction from the purchase price of 
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the new asset. To illustrate, in the example on page 213, the loss of 
$400 would not be recognized for tax purposes; instead the cost of the 
asset would be considered to be $6,400, composed of the cash paid, 
$4,400, plus the book value or undepreciated cost of the asset traded 
in, $2,000. In calculating taxable ipcome, depreciation on the new 
asset would be computed on the basis of $6,400. Assuming straight- 
line depreciation and a 5-year life, depreciation of $1,280 would be 
allowed annually. The loss on the old asset would thus be recovered, 
for tax purposes, in the form of additional depreciation charges over 
the life of the new asset. 

When losses and gains are relatively small, the income tax method 
may actually be employed in the accounts in order that the analysis 
and restatement of account balances may be avoided in the preparation 
of the income tax return. However, when the use of the tax method 
in the accounts is considered to lead to significant misstatement of 
profit and loss data, the use of such method is not warranted even 
though it may be the more convenient treatment. 

A loss or a gain is recognized for tax purposes as well as for ac¬ 
counting purposes where old equipment is sold and new equipment 
is subsequently acquired. 

Acquisition by Issuance of Securities. A company making a pur¬ 
chase of assets may be permitted to pay for such assets with its own 
securities. When the value of the securities is determinable, the cost 
of the property acquired should be based on the current cash value of 
the securities issued. It is not proper to capitalize as a part of the 
asset cost either discount on bonds or discount on stock. For example, 
if a company’s common stock, par $10, is currently selling on the 
market at 8| and the company gives 10,000 shares in payment for 
machinery, the entry should be: 


Machinery. 85,000 

Discount on Common Stock. 15,000 

Common Stock. 100,000 


If the stocks or bonds are selling at a premium, the assets should 
likewise be reported at current cash value. Capital Stock or Bonds 
Payable being credited at par and a stock premium or bond premium 
account credited for the excess. 

When a company’s securities do not have a known market value 
and these are exchanged for assets, the fair market value of the assets 
should be ascertained. Both assets acquired and securities issued are 
then recorded at this value. If neither the securities issued nor the 
assets acquired have an ascertainable market value, the judgment of 
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the board of directors is usually accepted for valuation purposes. For 
example, assume that a corporation issued 10,000 shares of stock in 
payment for a mining property. The stock issued has no established 
market value and there are no means of setting a value for the property 
received. If the board of directors values the mine at $80,000, then the 
issuing price of the stock is thereby set at $8 a share. The assignment 
of values by the board of directors is normally not subject to challenge, 
unless it can be shown that the board has acted fraudulently. 

When a purchase price is made up of cash and securities, similar 
principles of valuing securities apply. Any security discounts or 
premiums should be accounted for separately. When assets are pur¬ 
chased for a given down payment plus a series of non-interest-bearing- 
notes whose sums provide for the interest costs, the costs of such assets 
must not include the interest that is included in the face values of the 
notes. 

Acquisition by Construction. Occasionally a certain asset is con¬ 
structed by the party who is to make use of the asset. This may be 
done because it is believed that the cost will be less than it would be 
if a purchase were made. It may also be done in order that the facili¬ 
ties of the plant may be utilized more fully. The asset is recorded at 
its construction cost, and this cost is used as a basis for subsequent 
depreciation charges. If the cost of constructing the asset is less than 
the purchase cost, a saving results that will be recognized as a gain 
only through lower depreciation charges. 

During the process of construction all building costs are charged 
to the assets under construction. There is usually little or no question 
concerning such items as materials, labor, overhead, and other costs 
that are directly attributable to the new construction. Where general 
factory overhead has been increased or specifically incurred by con¬ 
struction, it is reasonable to charge construction with such increases; 
however, ordinarily the normal fixed charges of regular operations 
should not be reduced by special charges to construction even though 
there may be certain indirect benefits that accrue to construction 
activities. 

The practice has developed in public utility accounting of adding 
interest costs during the period of construction to assets being con¬ 
structed. Instead of reporting interest during the construction period 
when there is no income, the cost is deferred and recognized as an 
element of cost in the periods in which the properties are income pro¬ 
ducing. While the need for recognition of past interest costs is a factor 
in the establishment of a service rate that is set by a governmental 
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regulatory body, this would seem to have no application to industrial 
accounting. Nevertheless, the practice of capitalizing interest as a 
part of the cost of building construction has been carried over into the 
industrial field. Where interest is capitalized, it follows that the 
amortization of discount on bonds during construction should likewise 
be capitalized. 

There has been some support for the position that such costs as 
interest, taxes, moving costs, and general and administrative costs 
should be capitalized during the period of organization and construc¬ 
tion. Such support is based on the theory that future periods are 
benefited by necessary initial costs and that it is unreasonable to assume 
that losses have been incurred before sales activities actually begin/ 
Where such practice is to be followed, costs should be reported as a 
deferred charge in an appropriately titled account. To add such costs 
to plant and equipment would result in a misstatement of the property 
items as well as of the periodic depreciation charges. 

Acquisition by Gift or Discovery. When property is received as a 
gift, there is no money cost to be used as a basis for its valuation. 
Even though there are certain cash expenditures incident to the gift, 
these are generally far less than the value of the property. Such cases 
clearly call for some method other than cost in setting up asset values. 
An appraisal of the property may be used as a basis for the charge to 
the asset account and a credit to a surplus account. The surplus ac¬ 
count should indicate the nature of the net worth increase. For ex¬ 
ample, if the Beverly Chamber of Commerce donated a site appraised 
at $15,000 for construction of a branch factory, the entry on the books 
of the party receiving the gift would be: 


Land. $15,000 

Surplus from Donation of Land. $15,000 


If the gift is contingent upon some act to be performed by the 
donee, the contingent nature of the asset as well as the surplus should 
be indicated in the account titles. If the land mentioned above were 
to be given on condition that the donee employ one hundred men for 
a period of five years, the contingent nature of the asset should be 
fully disclosed until the five-year period has elapsed. Instead of the 
foregoing procedure, it is possible to report the asset by means of a 
footnote on the balance sheet until the conditions of the gift have 
been met. At that time the asset may be taken up in the accounts 
by an entry similar to that shown above. 

Occasionally valuable natural resources are discovered on property 
that is owned. Oil may be discovered on a company’s plant site. The 





INTERMEDIATE ACCOUNTING 


(Ch. 9 


S18 

presence of oil, not previously known, greatly enhances the value of 
the property. As in the case of a gift, cost fails to provide a satis¬ 
factory basis for valuation. Here, too, an appraisal of the property 
may be made, and the property may be reported at a figure based upon 
the estimated value of the discovered resources. In this case, an ap¬ 
praisal surplus account should be credited for the increase in net worth. 
Whenever plant items are not acquired by purchase, the attempt is 
made to substitute a value that reflects the fair market price at the 
time of acquisition. 


MAINTENANCE OF 
PLANT AND 

Equipment 


During the life of plant and equipment, ex¬ 
penditures relating to the use of these proper¬ 
ties must be accounted for properly. Certain 


costs are incurred to maintain an asset in fit condition to perform its 


work. Such costs are called maintenance costs and are recorded as ex¬ 


penses. Other expenditures improve the capacity of an asset to pro¬ 
duce or extend its service life. Such expenditures are called betterments 
and are recorded by a charge to an asset account, a charge to the 
depreciation reserve account, or to both. 

Maintenance costs include all charges incident to keeping an asset 
fit for its work. Among these are expenditures for painting, lubricat¬ 
ing, and cleaning the equipment and replacing worn or broken parts. 
Such costs result in no increase in the original estimated service life 
or capacity of the asset and therefore are not capitalized. 

When certain relatively large maintenance charges are expected 
at irregular intervals during the life of the asset, provision may be 
made to charge operations not only with a share of the original cost 
of the asset but also with a share of the total of such maintenance 
charges that are anticipated over the life of the asset. An expense ac¬ 
count may be charged for the estimated maintenance costs, the de¬ 
preciation reserve or a separate maintenance reserve being credited. 
If this is done, such anticipated maintenance expenditures, when in¬ 
curred, are properly chargeable against the reserve. To illustrate, 
the cost of repainting buildings in the month of March does not in¬ 
crease the original estimated service of the buildings, but it may repre¬ 
sent a relatively heavy expense charge against the operations of March. 
If a reserve for maintenance has been set up by a fixed charge to 
monthly operations, the expenditure for repainting buildings can be 
charged against this reserve. Costs of this kind are thus equalized 
among the fiscal periods, and an unreasonably large charge against the 
income of a single period is avoided. If the business has numerous fixed 
assets of varsdng ages in service, however, it is not likely that the total 
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monthly maintenance charges will vary to any great extent. Ex¬ 
perience will indicate whether the establishment of a reserve for 
maintenance is warranted in spreading maintenance charges over the 
accounting periods more evenly. 

It is often difficult to determine whether an expenditure is properly 
chargeable to plant and equipment or chargeable to expense. In order 
to avoid the need for analyzing relatively small expenditures, a mini¬ 
mum amount, such as $50 for example, is frequently set and all ex¬ 
penditures below this minimum are arbitrarily charged to expense. 
Normally, adherence to such an arbitrary rule would not result in 
any material misstatement of plant and equipment costs. 

While expenditures have been classed under the headings of main¬ 
tenance and betterments in the previous discussion, other terms are 
frequently applied to such outlays. An addition or improvement rep¬ 
resents an asset extension or enlargement and is capitalized. A re¬ 
placement is a maintenance item whereby a new part is substituted 
for an old part no longer serviceable. The replacement represents a 
betterment only if the part represents a distinct improvement. Re¬ 
placements of similar units are sometimes called renewals, since they 
renew a worn-out part. Ordinary repairs are definitely maintenance 
charges and should be recorded as charges to current income. Ex¬ 
traordinary repairs, such as might arise because of flood, fire, or other 
casualty, may require special analysis. In such cases, the cost of 
restoring an asset to its previous condition should be reported as an 
extraordinary charge. Any cost that results in improving the asset or 
prolonging its life should be added to the asset or be treated as a re¬ 
duction of the asset reserve. 

DEPRECIATION AND In spite of expenditures for maintenance, 
DEPLETION ultimately comes when, as a result 

of wear and tear, plant or equipment items are no longer serviceable 
and must be retired. The theory underlying the depreciation charge 
is that the costs put into the asset must be identified with the periods 
receiving the benefits from such expenditures. When an asset becomes 
inadequate as a result of business expansion or obsolete as a result of 
new inventions, the property item likewise loses its service value. The 
service units in it are therefore reduced by the inadequacy and ob¬ 
solescence factors. These factors, where they can be predicted, are 
included in the determination of the periodic charge for depreciation. 

Natural resources, also called wasting assets, do not depreciate, 
but their value is exhausted as the physical units that comprise the 
resource are removed and sold. The charge that is made for the re- 
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duction of a supply of a natural resource is known as depletion. Among 
properties subject to depletion are included: all kinds of deposits, 
such as coal, sulphur, iron, copper, and silver ore; oil and gas wells; 
and timber lands. 

To determine the total cost that is to be assigned to operations of 
the current period, it is necessary to estimate the total supply of the 
natural resource. By dividing the book value of the asset by the 
estimated total supply, the unit rate for depletion is found. For ex¬ 
ample, if the total estimated supply of a natural resource is 1,000,000 
units and the book value of the asset is $100,000, the cost allocation 
for depletion is 10 cents per unit. Where development costs as well 
as costs for structures and improvements are involved, it is reasonable 
to apportion these costs in the same manner as the wasting assets, 
except in those instances where the asset is expected to be fully de¬ 
preciated prior to the exhaustion of the natural resource. In the fore¬ 
going example, if the costs of improvements are $200,000 and it is 
assumed that improvements will service 1,000,000 units, a depreciation 
charge of 20 cents per unit should be recognized along with the deple¬ 
tion charge of 10 cents per unit. For income tax purposes, the tax¬ 
payer in certain instances is permitted to deduct depletion on dis¬ 
covery values or as a fixed percentage of income. Depletion for tax 
purposes, then, may differ from the amounts reported in the books 
on the basis of cost. 

It has already been suggested that where natural resources are 
not to be replaced and operations are to cease upon exhaustion of the 
resource, corporations may distribute dividends that represent funds 
received from the disposition of the wasting assets as well as profits. 
When such dividends, which are in part liquidating, are distributed, 
the stockholder should be informed of the portion of the dividend 
representing a return of investment and the portion representing a 
distribution of corporate earnings. 

DEPRECIATION There are many methods of allocating asset 

METHODS ^ 

costs to the accounting periods. Each method 
attempts to assign costs to operations in some equitable manner in 
view of the special conditions assumed. Each method is based on either 
the time factor or the output factor. The cost of the asset item flows 
into production at so much a time unit or at so much an output unit. 
The rate of flow may be modified by other factors, but basically de¬ 
preciation must be measured on a time or an output basis. The partic¬ 
ular method to be used in any specific instance should be selected 
only after a thorough study of the factors and problems involved. 
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Four methods of calculating depreciation will be described in this 
section: the straight-line method, the productive-hours method, the out¬ 
put method, and the redvxing-charge method. 

Straight-Line Method. The straight-line method of depreciation 
requires an estimate of the useful life of the asset in terms of months 
or years. An equal amount of the total cost is then charged to each 
time unit. For example, if the cost of an asset is $20,000 and the 
asset has an estimated life of 10 years, the depreciation charge is $2,000 
a year and the depreciation rate is 10 per cent a year. When the net 
book value of the asset is plotted on a chart, period by period over 
its life, this results in a straight line from original cost to fully de¬ 
preciated amount. 

Ordinarily, depreciable assets have a scrap, trade-in, or other resid¬ 
ual value when they are no longer serviceable. However, if the resid¬ 
ual value is relatively small or if the costs of dismantling and dis¬ 
posing of the asset are expected to be approximately equal to the 
residual value, such value is ignored in calculating depreciation. In 
the foregoing example, if the asset had an expected scrap value of 
$1,000 after a lO-year life, the depreciation over the 10-year period 
would be $19,000, or 95 per cent of cost, and the annual depreciation 
would be $1,900, or 9.5 per cent of cost. 

A significant change in the conditions of use of an asset may justify 
a change in the depreciation rate. For example, a machine may have 
a 6-year life, assuming its regular use at the rate of 8 hours a day. 
After 2 years, a change in operations takes place and the machine 
is used for two 8-hour shifts daily. It is assumed that such increased 
production will decrease the life of the asset by 1 year. Here accelerated 
depreciation should be recognized in the accoimts. Assuming a cost 
for the asset of $12,000, depreciation should be computed as follows: 

First two years: $12,000, cost-f-6, estimated life = $2,000, annual depreciation 
charge (16f % of cost). 

Last three years: $12,000, cost —$4,000, depreciation recognized to date, 
= $8,000, depreciation for remaining life. $8,000-7-3, estimated remaining 
life, = $2,667, annual depreciation charge with two-shift operations 
(22.225% of cost). 

Straight-line depreciation is the method most widely used. It has 
the advantage of simplicity and under normal plant conditions offers 
a satisfactory means of cost allocation. By normal plant conditions 
is meant (1) a supply of properties accumulated over a period of years 
so that the total of depreciation plus maintenance is spread com^ua- 
tively evenly, and (2) approximately equal output from year to year 



222 


INTERMEDIATE ACCOUNTING 


ICh. 9 


SO that the depreciation applied to each unit produced does not fluctu¬ 
ate materially. The absence of either of these normal conditions may 
call for the use of one of the other methods of charging depreciation. 

In recording straight-line depreciation, it is ordinarily desirable 
to take an arbitrary position with respect to assets acquired and dis¬ 
posed of during the month. Since depreciation is at best an estimate, 
it is scarcely advisable to calculate it on so short a period as a day or a 
week. For purposes of this chapter, no depreciation charge is made 
for use of an asset for less than one half of a month; more than one 
half a month is charged as a full month. For example, if an asset is 
acquired on March 10, depreciation is reported for the full month of 
March. No charge is made for depreciation for March on an asset 
disposed of on March 10. In practice, depreciation to the nearest 
quarter, half-year, or even full year may be appropriate where amounts 
involved are relatively small. 

Productive-Hours Method. The productive-hours method is a 
modification of the straight-line method that provides for a recogni¬ 
tion of variations in the use of assets. Instead of estimating the life of 
the plant item in terms of years or months, the life is estimated in 
terms of productive hours. The number of hours of direct performance 
or service, then, determines the apportionment of cost. 

To illustrate the use of the productive-hours method, assume that 
a machine that costs $1,000 has an estimated life of 8,000 productive 
hours. Depreciation of 12^ cents would be charged for each hour of 
machine operation. Assuming productive hours in four successive 
periods of 2,000, 1,000, 3,000, and 2,000 hours, depreciation would 
be calculated as follows: 



Productive 

Rate 

Depreciation 

Period 

Hours 

PER Hour 

FOR Period 

1 

2,000 

• 125 

$ 250 

2 

1,000 

.121 

125 

3 

3,000 

.121 

375 

4 

2,000 


260 


8,000 


$1,000 


It should be observed that if the straight-line method had been 
used and the life of the asset had been estimated at four years, each 
year would have been charged with depreciation at $250 regardless of 
fluctuations in productive activity. When there are significant fluctua¬ 
tions in output in successive periods, the productive-hours method, 
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whereby operations are charged with “used” hours instead of “owned” 
hours, is normally the more equitable depreciation method. 

Output Method. The output method requires an estimate of the 
total output of the property item. An equal depreciation charge is 
then made for each unit of output by the asset. This method is based 
on the theory that the asset is acquired for production, and its cost 
should be related to the units produced. Ordinarily, however, it is 
more difficult to estimate the output of a property item accurately 
than it is to estimate its life in years or even in productive hours. 
Neither the productive-hours method nor the output method requires 
a revision in the depreciation rate with a change in the conditions of 
use as in the case of straight-line depreciation. A change to multi¬ 
shift operations, for example, results in an automatic acceleration of 
depreciation charges. 

Reducing-Charge Methods. Reducing-charge methods are adopted 
so that heaviest depreciation charges are made during the earliest 
years of asset use when maintenance costs are lowest, and steadily 
declining depreciation charges are made in later years as maintenance 
costs relating to the assets rise. Such plans are based on the theory 
that the sum of depreciation and maintenance, the two costs of using 
a property item, should be relatively even from year to year. 

One reducing-charge method is known as the redueing-jraction 
method or the sum-of-life-periods method. To illustrate the use of this 
method, assume the acquisition of a property item with a five-year life. 
The cost of the property would be written off ^ in the first year, in 
the second year, and so on. The denominator is obtained by adding 
5-|-4+3-f-2-l-l, the weights attached to the different years, and the 
numerators are successively the numbers so added. If the cost of an 
asset is $1,500 and maintenance charges are $200 the first year and 
increase at the rate of $100 a year, the depreciation and maintenance 
to be charged to each period are as follows: 


Sum op Periodic 
Depreciation and 


Year 

Fractional 

Depreciation 

Periodic 

Depreciation 

Maintenance 

Charges 

Maintenance 

Charges 

1 

A 

$500 

$200 

$700 

2 

A 

400 

300 

700 

3 

A 

300 

400 

“700 

4 

A 

200 

500 

700 ^ 

5 

A 

100 

600 

700 
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A uniform result of exactly $700 annually would not be achieved 
in practice, since maintenance costs may not show a regular increase 
such as is assumed. However, where it is known that repairs and 
maintenance costs will rise, use of the reducing-fraction method will 
serve more nearly to equalize total periodic charges arising from use 
of the asset. 

Other reducing-cost methods include the fixed-percentage-applied- 
to-diminishing-book-value method and the arbitrary-diminishing-rate- 
applied-to-cost method. 

To illustrate the fixed-percentage plan, if an asset cost $1,000 and 
a fixed rate of 35 per cent is applied to the diminishing book value, 
depreciation charges are as follows: 


Asset Reserve Asset Book 


Year 

Depreciation for Year 

Balance 

Value 






$1,000.00 

1 

(35% of $1,000.00) 

$350.00 

$350.00 

650.00 

2 

(35% of 

650.00) 

227.50 

577.50 

422.50 

3 

(35% of 

422.50) 

147.88 

725.38 

274.62 

4 

(35% of 

274.62) 

96.12 

821.50 

178.50 

5 

(35% of 

178.50) 

62.48 

883.98 

116.02* 


In the use of the second plan mentioned, arbitrary diminishing 
rates are assigned upon analysis of expected performance of the asset. 
Assuming the use of arbitrary rates of 25, 20, 15, 10, and 10 per cent, 
depreciation charges would be: 


Asset Reserve Asset Book 


Year 

Depreciation for Year 

Balance 

Value 

1 

(25% of $1,000.00) 

$250.00 

$250.00 

$1,000.00 

750.00 

2 

(20% of 1,000.00) 

200.00 

450.00 

550.00 

3 

(15% of 1,000.00) 

150.00 

600.00 

400.00 

4 

(10% of 1,000.00) 

100.00 

700.00 

300.00 

5 

(10% of 1,000,00) 

100.00 

800.00 

200.00 


* While ordinarily a depreciation rate is approximated in obtaining a satisfactory 

E lan for the allocation of cost, an accurate determination of a rate that will bring the 
ook value of the asset down to an estimated scrap value over a stated number of 

n_ 

years may be obtained through application of the following formula: 1 — VScrap-i- Cost. 
Assume an asset with a cost of $1,000, estimated scrap of $100, and a 5-year life. The 

5 ___________ 

depreciation rate would be calculated as follows: 1 -VlOO-i- 1,000 =36.9043%. Scrap 
divided by the cost equals .10, the value that scrap should bear to the original value 
and the residual amount to remain after depreciation for five years. The fifth root of 
this amount is .630957. The difference between this value and 1 or .369043 (36.9043%) 
is the rate which when applied to a diminishing principal five times will leave that 
balance at .10 of the original value. 
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AVERAGE OR COM- In all of the discussion in this chapter it has 
RATK been assumed that depreciation is calculated 

on each individual plant item. There has 
been no suggestion of averaging the rates and applying a single rate 
to the total of the plant account or to all departmental properties. 
When a single rate is applied, this is called the composite method or 
blanket-rate method. 

The composite rate is generally set by estimate or by an analysis 
of the various assets or classes of assets in use. The development of a 
composite rate based upon an analysis of assets used by a department 
is illustrated in the example that follows; 


Estimated 

Residual Depreciable Life In Annual 


Assets 

Cost 

Value 

Cost 

Years 

Depreciation 

A 

$ 2,500 

$ 100 

$ 2,400 

4 

$ 600 

B 

6,000 

400 

5,600 

5 

1,120 

C 

10,000 

500 

9,500 

10 

950 


$18,500 

$1,000 

$17,500 


$2,670 


Composite depreciation rate applied to cost: $2,670t-$18,500= 14.43%. 
Composite life of departmental assets: $17,500 -4- $2,670 = 6.65 years. 

It will be observed that a rate of 14.43 per cent applied to the cost 
of the assets, $18,500, will result in annual depreciation of $2,670. 
Annual depreciation charges of $2,670 reach a total of $17,500 in 
6.55 years, at which point assets are fully depreciated; hence 6.55 years 
may be considered to be the composite life of the departmental assets. 

Having set a composite rate, ordinarily this rate is continued in 
the absence of significant changes in the lives of assets or asset ad¬ 
ditions and retirements that will have a material effect upon the 
rate. It is assumed in the example above that assets A and B are re¬ 
placed with similar assets at the end of 4 and 5 years respectively. 
If this is not the case, obviously a continuation of the depreciation 
rate of 14.43 per cent after the asset retirements will result in over¬ 
statements of depreciation charges. Upon asset retirement, the asset 
account is closed and that portion of the reserve balance estimated 
as relating to the asset being retired is canceled. 

The composite rate method saves time in obtaining the periodic 
depreciation charge, since only one multiplication of rate times amount 
is necessary in place of individual calculations for each property item. 
However, since the accuracy that is possible by use of the.-other 
methods is not available when a single rate is applied to the mass or 
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aggregate, an average rate is not recommended. This is particularly 
true when an average or composite rate is applied to assets having 
widely different lengths of serviceable life. 


DEPRECIATION When plant and equipment includes a group 

THROUGH APPRAISALS assets of relatively small cost and large 

number, it is frequently more convenient to appraise the asset group 
on hand at the end of the period and reduce the asset balance to the 
inventory appraisal value than to calculate depreciation on an in¬ 
dividual unit basis. In the case of such items as hand tools, for ex¬ 
ample, the tools account may be debited for tool acquisitions and 
reduced at the end of the period to a balance representing the ap¬ 
praised value of the tool inventory remaining on hand. The use of 
alternate methods for such items may prove more expedient under 
certain conditions. For example, a tools account may be charged only 
for the original supply acquired, an expense account being charged 
in the future for all replacements in the normal supply. In some 
instances charges are made to the tools account for the original supply 
plus all acquisitions. At the end of the period tools expense is charged 
and the tools account is credited for the full cost of those tools retired 
during the period. 


PLANT AND EQUIP* Properties are disposed of by trade, sale, 
MENT DISPOSALS snapping. Depreciation should be recog¬ 

nized from the close of the previous fiscal period to the time of asset 
retirement at the rate in effect, unless it is established that the rate 
previously applied is grossly inaccurate. Entries upon the disposition 
of an asset by trade were discussed previously. Upon sale or scrapping 
of a property item. Cash is debited for any cash proceeds, both the 
asset and the related reserve balances are closed, and any gain or 
loss arising from the disposition is recorded as an extraordinary item 
or as a charge or credit to surplus. When a fully depreciated asset is 
retired with no salvage value, the reserve account is simply offset 
against the asset account. 


ACCOUNTING FOR In considering plant and equipment account- 
c^^lNERS mention needs to be made of the special 

accounting problems that arise where com¬ 
panies deliver their products in containers that may be returned by 
customers. Such returnable containers may consist of steel tanks, oil 
drums, bottles, and wooden receptacles. Where containers are return¬ 
able, a carefully designed system of control is needed. Ordinarily 
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charges to customers’ accounts are made or deposits are required for 
containers delivered to customers, and complete records must be 
maintained in terms of charges as well as the number of containers 
held by customers. 

In establishing a system of accounting for returnable containers, 
the special problems that will arise in each instance must be taken in¬ 
to consideration. A method that may be employed where containers 
are charged to the customers’ accounts is illustrated below. Trans¬ 
actions relating to containers, as well as the entries to record these 
transactions for the Westwood Co., follow. 


Transaction_Entry 


Acquisition of containers at $4 each. 

Containers 

Cash 

30,000 

30,000 

Charges to customers for containers sent 
to them with goods sold during the 
year, billing at $5 per container. 

Accounts Receivable 
Containers Out 

100,000 

100,000 

Credits to customers for containers re¬ 
turned during the year, $85,000. 

Containers Out 
Accounts Receivable 

85,000 

85,000 

Containers retained by customers: 

Cost — $4 

Containers Expense 
Containers 

4,000 

4,000 

Billed Price — $5 

Containers Out 
Containers Expense 

5,000 

5,000 

Container additions and replacements 
during the year. 

Containers 

Cash 

10,000 

10,000 

Container loss, breakage, and deprecia¬ 
tion for the period. 

Containers Expense 
Containers 

6,500 

6,500 


In the above example the original purchase of containers and 
subsequent replacements are recorded by debits to the containers 
account. When goods are shipped in the returnable containers, the 
customers’ accounts are charged for the containers and the account 
Containers Out is credited. This entry is reversed when containers 
are returned. When a customer fails to return containers, the full 
amount charged to his account is collectible. Two entries, however, 
are required: (1) Containers Expense is debited and Containers is 
credited for the cost of the containers kept by the customer; (2) Con¬ 
tainers Out is debited and Containers Expense is credited for the 
amount charged to the customer for containers retained. Container 
losses, breakage, and depreciation are recorded periodically by ch^ges 
to Containers Expense and credits to Containers. 
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At the end of the fiscal period, the balance in the containers ac¬ 
count is reported on the balance sheet as an asset. The Containers 
Out account is shown as a deduction from accounts receivable, since 
this balance will be offset against accounts receivable as containers 
are returned. Containers Expense, which shows the net container 
expense for the period, may be reported on the statement of profit and 
loss as a selling expense. 

In the foregoing illustration, the balance in the containers account 
at the end of the period is $29,500. This balance gives effect to ad¬ 
ditions during the period, as well as to deductions resulting from the 
retention of containers by customers, breakage, and also depreciation 
reported directly in the account. Containers Out has a credit balance 
of $10,000, which is the amount to be applied to accounts receivable 
as containers are returned. The expense for the period is $5,500, the 
difference between container losses, breakage, and depreciation, 
$6,500, and the net gain resulting from the excess of container charges 
to customers over costs where containers were retained by customers, 
$1,000. 

PLANT ASSET Since accounting for plant and equipment 

RECORDS requires information concerning individual 

units, it is desirable to have detailed records that may be efficiently 
maintained. Such records are variously termed “Unit Plant Records,” 
“Plant Asset Records,” and “Fixed Asset Control.” They usually 
involve the controlling account principle, detail being recorded in a 
subsidiary ledger. Subsidiary ledger records are constructed to pro¬ 
vide the significant data with respect to each plant and equipment unit. 

Subsidiary records are commonly found in one of two forms: 
(1) a plant and equipment register or (2) a card or sheet file. When 
a plant register is used, sections are usually assigned to the assets of 
each department in order that depreciation charges may be accumu¬ 
lated departmentally. One line is provided for each asset, and columns 
provide space for significant information regarding the asset. The use 
of cards or separate sheets provides a more flexible record, since the 
items may be arranged in an order other than date of acquisition. 
One card or one sheet is provided for each item, and all information 
with respect to the asset is written or typed thereon or shown by means 
of punch holes. This information usually includes the name of the 
asset, location, name of vendor, amount paid, installation cost, freight 
in, estimated life, depreciation rate, periodic depreciation recorded to 
date, maintenance and betterment expenditures, and proceeds from 
final disposal. 
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QUESTIONS 

1. “Depreciation is an optional charge that the manufacturer may or 
may not include in finished goods cost.” Do you believe this statement to 
be correct? Discuss. 

2. “The recognition of depreciation has no essential relation to the 
problem of replacement.” Do you agree? Discuss. 

3. Which of the following items would be treated as a revenue charge 
and which as a capital charge: 

(a) cost of installing machinery 

(b) cost of moving and reinstalling machinery 

(c) extensive repairs as a result of fire 

(d) cost of grading land 

(e) insurance on machinery in transit 

(f) bond discount amortization during construction period 

(g) cost of major overhaul on machinery 

(h) new safety guards on machinery 

(i) commission on purchase of real estate 

(j) special tax assessment for street improvements 

4. The Boston Company acquires land for $75,000 to be paid for by 
issuance of 5,000 shares of its common stock, par $10, and cash of $25,000. 
The accountant ascertains that the company’s stock is selling on the 
market at 6^ when the purchase is made. What entry should be made 
upon acquisition of the asset? 

5. The Eastern Motors Corp. acquired land and old buildings at a cost 
of $40,000. Delinquent taxes of $6,000 were paid, as well as attorney’s 
fees of $1,500 for title search, etc., in connection with the purchase of the 
property. Buildings were removed at a cost of $1,500, but $300 was 
realized from the sale of salvaged materials. From January 1 to April 1 
buildings were constructed at a cost of $80,000. Buildings were occupied 
on April 1. Insurance on buildings taken out on January 1 was $2,400 for 
a 3-year period. Real estate taxes for the calendar year were $3,000, based 
upon assessed valuation of land at $25,000 and of buildings at $50,000. 
In addition a special assessment for street improvements of $2,500 was 
paid on July 1. How would land and buildings be carried on the books 
at the end of the year? 

6. On November 1, 1949, the Parker Corporation trades machinery 
acquired on January 5, 1946. The machinery had a cost of $12,000 and 
had been depreciated on a 10-year life. The new machinery costs $8,000; 
$5,000 is allowed on the old machinery, the balance being paid in cash. 
What entry is required to record the transaction? What is the v^ue of 
the new machine for income tax piuposes? 
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7. Following are expenditures paid out during erection of a building: 
fees for search of title on land purchased, $350; building permit, $100; 
temporary quarters for construction crews, $1,500; payment to old tenants 
for vacating premises, $2,000; razing of old building, $1,250; excavation 
for basement, $5,000; taxes on land, $2,000; dividends, $5,000; damages 
awarded for injuries sustained in construction, $3,500; interest on first 
mortgage bonds, $3,000; costs of construction $100,000; cost of paving 
parking lot adjoining building, $2,500. How should each of these ex¬ 
penditures be treated in the accounts? 

8. When the Bowman Corporation finds that the lowest bid it can get on 
the construction of an addition to its plant is $40,000, it proceeds to erect 
the building with its own workmen and equipment at a cost of $35,000. 
(a) How will the $5,000 saving be treated? (b) Assuming a cost of $45,000, 
how would you suggest that the excess cost be treated? 

9. (a) What entry should be made upon the donation of land valued at 
$50,000 by a municipality to a corporation, the donation being made 
without conditions, (b) State two methods of recording the donation if 
it is contingent upon the employment of 500 persons by the corporation 
for a 10-year period. 

10. The board of directors of Chambers, Inc. believes that it is proper 
to provide for depreciation when determining profit or loss on operations. 
Because depreciation does not affect the cash position of the company, 
however, the board believes it can be disregarded in determining the 
amount of profits available for dividends. To what condition might such 
a policy lead? 

11. Phillip Grover, president of the R-X Corp., upon inspecting the 
accounting statements for the first year of operations objects to the use of 
straight-line depreciation on the grounds that the loss in value of the 
assets the first year is actually greater than that in sub.sequent years. 
What is your answer? 

12. The Heslip Co. has written down its plant and equipment account 
to $1. It defends this treatment on the grounds that it had adequate 
earned surplus to accomplish the write-down, and such practice is desirable 
in the interest of “accounting conservatism.” Comment on this practice. 

13. Would you recommend the use of a reducing-charge method for 
recording depreciation or the use of straight-line depreciation with a 
separate reserve for maintenance where maintenance costs are expected 
to increase over the life of the asset? Give your reasons. 

14. Suggest three methods of accounting for the use of perishable tools. 

15. The Barton Co. obtains a lease for 25 years on a piece of land upon 
which it erects a building at a cost of $25,000 with an estimated life of 
30 years. Buildings belong to the lessor at the end of the lease period. It 
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also leases another piece of land for 20 years and erects a factory at a cost 
of $18,000 with an estimated life of 15 years. What is the annual deprecia¬ 
tion charge on each property? 

16. The Grand Island Trucking Company replaces worn dump bodies on 
ten of its trucks with new type bodies at a cost of $500 per truck. Bodies 
similar to the old types used would have cost only $300, but it is estimated 
that the additional cost will be justified by larger loading facilities. How 
should the purchase be recorded? How should subsequent depreciation 
on trucks be calculated? 


17. The Jones Company has a certain machine costing $50,000 with a 
useful life of 5 years and salvage value of $2,000. The estimated operating 
life of the machine is 20,000 hours. In 1949 total hours amounted to 
3,000; in 1950, 5,000. Compare depreciation charges for both years, 
using the straight-line, productive-hours, and reducing-fraction methods. 

18. A paving contractor purchases a pavement-breaking outfit, including 
air compressor and hammers, at a cost of $2,400. The outfit has an 
estimated life of 12 years with the exception of the air hammers, which 
require replacement every 2 years at a cost of $600. What adjusting 
entries would you recommend be made at the end of the first year? 

19. Whitehaven Construction Company purchases for $50,000 a property 
with a gravel deposit estimated at 1,000,000 cubic yards. During the first 
year of operations 50,000 cubic yards of gravel are removed, (a) How is 
depletion recorded at the end of the year? (b) The company wishes to 
distribute dividends on the basis of profits before income is charged with 
depletion charges. Is such procedure supportable? Explain. 

20. The Warner Company records show the following assets: 


Machinery 

Equipment 

Fixtures 


Acquired 


Estimated 

Cost Residual Value Useful Life 


7/1/49 

1/1/50 

1/1/50 


$65,000 

25,000 

15,000 


$5,000 

1,000 

3,000 


10 years 
6 years 
4 years 


What is (1) the composite life of the assets and (2) the composite 
depreciation rate on assets? 


21. On January 2 the Pure Water Company purchases 2,000 five-gallon 
bottles at 75 cents each. During January customers were charged with 
4,000 bottles at $1. 3,500 bottles were returned for credit, and deposits 
on 50 bottles were forfeited by customers. There is no charge for deprecia¬ 
tion, but 100 bottles were broken by employees. What entries are required 
to record the foregoing? What balances would appear in thelse accounts: 
Containers, Containers Out, and Containers Expense? How would these 
balances be reported on the statements? 
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PROBLEMS 

1. The cost of a machine purchased by the Parrish Co. on March 1,1949, 
is $16,600. It is estimated that the machine will have a $1,000 trade-in 
value at the end of its service life. Its life is estimated at 6 years; its work¬ 
ing hours are estimated at 25,000; its production is estimated at 375,000 
units. During 1949, the machine was operated 5,400 hours and produced 
68,000 units. 

Instructions: Compute the depreciation on the machine for 1949 by: 

(1) the straight-line method, (2) the productive-hours method, (3) the out¬ 
put method, (4) the reducing-fraction method, and (5) an annual rate of 
35% applied to the diminishing book value. 

2. Marlow Parts, Inc. installs a processing line on November 1, 1949, at 
a cost of $60,000. It is estimated that the machinery will have an 8-year 
life, and that the cost of removing machinery at the end of this time will 
be equal to its scrap value. It is estimated that the machine will process 
200,000,000 units during its useful life. During 1949 and 1950, 2,400,000 
units and 18,000,000 units respectively were produced. 

Instructions: Compute the depreciation on the machinery for the years 
ended December 31, 1949 and 1950, using (1) the straight-line method, 

(2) the output method, and (3) the reducing-fraction method. 


3. Information relating to the equipment owned by the Wilbur Co. follows: 




Estimated 

Estimated 


Cost 

Scrap Value 

Life in Years 

Store Equipment 

$10,000 

$ 500 

10 

Office Equipment 

6,500 

500 

5 

Factory Equipment 

40,000 

2,500 

10 

Delivery Equipment 

16,000 

4,000 

4 


Instructions: Calculate (1) a composite depreciation rate and (2) the 
composite life for equipment owned. 


4. At the close of each year the Farnsworth Co. determines the total cost 
of machinery in the packaging department and, without consideration of 
the acquisition date or life of the individual assets, applies a rate of 161^!i 
to the total cost in calculating depreciation for the year. At the end of 1949 
it is decided that more satisfactory estimates for depreciation would be 
available by use of the straight-line method as applied to individual 
machines within the department. Data relative to the machines in the 
department on this date follow: 


Machine 

Date Acquired 

Cost 

Estimated 
Scrap Value 

Estimated 
Life in Years 

A 

April 5, 1947 

$20,000 

$2,000 

6 

B 

May 21, 1947 

12,000 

2,400 

4 

C 

Nov. 28, 1948 

4,500 

300 

8 

D 

Oct. 6, 1949 

12,500 

1,500 

5 
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Instructions: (1) Determine (a) the balance in the reserve account as of 
January 1, 1949, based upon use of the 16|% depreciation rate, and (b) the 
balance if straight-line depreciation had been recorded. (Show calculations.) 

(2) Give the journal entries (a) to adjust the reserve so it reflects depre¬ 
ciation as calculated on individual items and (b) to record the depreciation 
for 1949 on the revised basis. (Show calculations.) 

5. The Jenson Company was organized January 1,1949, but it did not 
begin selling activities until buildings were completed on August 1, 1949. 
At the beginning of 1950, in reviewing the books and records preparatory 
to making up statements for 1949, an auditor found the following account: 

_ Land and Buildings 

1949 

Jan. 5 Land and Buildings 96,000 
15 Removal of Buildings 2,000 
26 Construction Contract 100,000 
Feb. 20 Legal fees 6,500 

May 1 Insurance 1,200 

Aug. 1 General and Administra¬ 
tive Expenses 15,000 

Sept. 1 Semiannual bond interest 2,250 
Nov. 15 County i^ecial Assess¬ 
ment Tax 1,500 

Dec. 31 Asset Write-Up 25,000 

249,450 

An examination of the records discloses the following information 
relating to the land and buildings account: 

(1) On January 5, preparatory to erecting a new building, the corpora¬ 
tion acquired land together with an old warehouse for $46,000 
plus 1,000 shares of the company’s preferred stock. (The company 
was authorized to issue 10,000 shares of preferred stock, par $50, 
and has received subscriptions on the balance of preferred author¬ 
ized at $42 per share.) 

(2) The old warehouse was torn down at a cost of $3,500. Proceeds 
from salvage, however, amounted to $1,500. 

(3) 4J% bonds of $100,000 were issued on March 1, and proceeds were 
applied in payment of construction of buildings. Interest during 
the construction period is to be capitalized as a part of the build¬ 
ings cost. 

(4) Legal fees were incurred incident to: (a) organization of the 
corporation, $4,000; (b) purchase of land, $1,500; and (c) the 
preparation and execution of contracts relating to construction 
activities, $1,000. 

(5) Insimance premiums on buildings, $1,200, represent payment for 
a 3-year period beginning May 1, 1949. 


1949 

Dec. 31 Depreciation 4,989 
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(6) General and administrative expenses, January 1—August 1, in¬ 
cluded officers’ salaries, $10,000; superintendent’s salary, $5,000. 
Officers were not connected with construction aside from viewing 
plans. The superintendent supervised construction. 

(7) The county special assessment tax represented a charge for district 
street improvements. 

(8) In view of an increase in the general price level during the year, 
company officials increased the carrying value of the asset and 
credited Surplus for $25,000. 

(9) Buildings are estimated to have a 50-year life, and of the 
balance in the asset account was written off at the end of 1949. 

Instructions: (1) Prepare any required correcting entries as a result of 
information disclosed above. (Assume that the books for 1949 have not yet 
been closed.) 

(2) How would Land and Buildings appear on the balance sheet on 
December 31, 1949? 

6. The books of the Armstrong Manufacturing Co. are audited for the 
first time and the following account is found for machinery during the 
course of the audit in 1951: 


Machinery 


1949 




1949 



Mar. 

1 

Machine No. 1 

6,000 

Dec. 31 

Depreciation 

2,000 


1 

Machine No. 2 

4,200 

1950 



Sept. 

26 

Machine No. 3 

12,500 

Mar. 20 

Machine No. 1 

2,500 

1950 




Nov. 1 

Machine No. 2 

— 

April 

21 

Machine No. 4 

4,500 

Dec. 31 

Depreciation 

3,000 

Nov. 

1 

Machine No. 5 

6,000 

31 

Balance 

25,700 




33,200 



33,200 

1951 







Jan. 

1 

Balance 

25,700 





An examination of the books and records reveals the following addi¬ 
tional data concerning machinery: Machines 1, 2, 3, and 4 were purchased 
for cash. Machines 1 and 2 proved inadequate. Machine 1 was sold for 
$2,500. Machine 2 was traded for Machine 5; the sales price of Machine 5 
was $8,200, cash of $6,000 being paid for the new machine and an allow¬ 
ance of $2,200 being received on the machine turned in. All machines 
have an estimated life of 10 years. Depreciation of machinery was recorded 
on the basis of arbitrary estimates made by management. 

Instructions: (1) Give the journal entries that should have been made to 
record properly the above transactions. (Assume that depreciation by the 
straight-line method is recorded to the nearest month, and an asset acquired 
by trade is reported at its regular purchase price.) 
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(2) Give the journal entries that are necessary to correct the accounts in 
view of the entries that were actually made. 

(3) Show in account form the asset and reserve balances for machinery 
on the company's books after the corrections have been made. 


7. The Mitchell Department Store, Inc. maintains a fleet of trucks used 
for delivery of merchandise. A summary of the transactions involving 
delivery trucks is as follows: 


Mar. 3, 1949 Purchased three trucks (Model B, assigned Nos. 1, 2, and 3) 
for cash. The cost of each truck was $2,200; the estimated 
life, 3 years; the estimated trade-in value at that time, $400. 

Sept. 25, 1949 Purchased two trucks (Model H, Nos. 4 and 5) for cash. The 
cost of each truck was $2,750; the estimated life, 3 years; 
the estimated trade-in value at that time, $500. 


Oct. 5, 1950 Truck No. 2, which had not been operating satisfactorily, was 
traded in for a new and larger truck (Model S, No. 6). The 
cost of the new truck was $2,900; the estimated life, 3 years; 
the estimated trade-in value at that time, $500. An allow¬ 
ance of $650 was received on the old truck; the balance was 
paid in cash. 

Aug. 10, 1951 Truck No. 5 was destroyed by fire. Cash of $950 was realized 
from the insurance on the truck. 


Dec. 2, 1951 Trucks Nos. 1 and 3 were traded in on the purchase of three 
new ones (Model X, Nos. 7, 8, 9). The cost of each truck was 
$3,600; the estimated life, 3 years; the estimated trade-in 
value at that time, $600. An allowance of $600 was received 
on each old truck and the balance was paid in cash. 


Instructions: (1) Set up a controlling account for Delivery Trucks and an 
account for Reserve for Depreciation of Delivery Trucks. Set up individual 
accounts in a subsidiary ledger for delivery trucks numbered 1 to 9. The 
latter accounts are to be set up in the following form: 


Description_ No. Assigned 


Date 

Remarks 

Asset 

Reserve 

Debits 

Credits 

Balance 

Debits 

Credits 

Balance 











(2) Record in journal form the foregoing transactions as well as the adjust¬ 
ing entries that are required to record depreciation for the annual fiscal 
periods on December 31 of each year, 1949 to 1951 inclusive. Post only to 
accounts provided for in part (1). (Depreciation is recorded by the straight- 
line method to the nearest month. Assets acquired by trade-in are recorded 
at their regular purchase price.) 

(3) Prepare schedules to reconcile the balances in the accounts Delivery 
Trucks and Reserve for Depreciation of Delivery Trucks with the information 
in the subsidiary ledger as of December 31, 1951. 
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8. The records for the Bartlett Manufacturing Co. on December 31,1949, 
show 4,000 containers costing $32,000 owned by the company. Con¬ 
tainers Out shows a credit balance of $10,500; containers had been billed 
to customers at $10 each. The following transactions relating to con¬ 
tainers were completed in 1950: 

(a) Purchased 1,000 large metal containers at $8. 

(b) Billings to customers during the year were $2,600,000, which in¬ 
cluded charges for containers at $10 each of $165,000. 

(c) Cash collections from customers were $2,310,000, which included 
$12,000 for containers retained by customers. Credits were allowed 
for the return of 13,500 containers. 

(d) The cost of container repairs for the year was $3,500; 200 con¬ 
tainers were scrapped. 

Instructions: (1) Prepare journal entries to record the above transactions. 

(2) Give the balances to be found in the accounts Containers, Containers 
Out, and Containers Expense, and indicate on which statement and in which 
statement section each account would appear. 



CHAPTER X 

PLANT AND EQUIPMENT - REVALUATIONS 


COST AND The normal procedures that are used in re- 

cording plant and equipment items and in 
allocating such costs to the accounting 
periods were described in the preceding chapter. After an asset has 
been used for some time, it may become evident that the useful life of 
the asset was incorrectly estimated. Frequently, the original estimated 
life of an asset is prolonged through expenditures for improvements. 
Sometimes, it is found that a significant change has taken place in 
plant values. These factors may call for revisions in the carrying 
values of plant items as well as in the periodic charges for depreciation. 
The problems relating to changes in the useful life of assets as well 
as changes in the value of assets are discussed in this chapter. 


CHANGES IN 
ESTIMATES OF 
ASSET LIFE 


When it becomes evident that the life of an 
asset was incorrectly estimated and de¬ 
preciation is clearly inadequate or excessive. 


it is desirable to give effect to the latter and more accurate estimate. 


Understatement of Depreciation. To illustrate the procedure that 
is followed where depreciation has been inadequate, assume that 
machinery costing $15,000 has been depreciated on an estimated 15- 
year life. It is assumed that there will be no residual value. After the 
machinery has been used for 5 years, it is determined that the useful 
life of the asset should have been estimated at 10 years. Assuming 
straight-line depreciation, the annual rate should have been $1,500 
instead of $1,000 and the depreciation for the first 5 years has been 
understated by $2,500. The entry to correct the accounts would be: 

Corrections in Profits of Prior Periods — Understate¬ 
ment of Depreciation Charges (or Earned Surplus).... 2,500 

Reserve for Depreciation of Machinery. 2,500 

It should be observed that a nominal account for corrections of 
prior periods may be opened if it is the practice to report such infor¬ 
mation on the statement of profit and loss. A single account may be 
used to summarize all corrections, appropriate detail being provided 
in the account for each correction. If the correction detail is to be 
provided for report purposes, an analysis of the account will offer the 
required data. It would also be possible to show each correction in a 
separate nominal account if desired. If corrections in profits of prior 

837 




238 


INTERMEDIATE ACCOUNTING 


[Ch. 10 


periods are to be reported on the surplus statement, the surplus ac¬ 
count may be charged or credited. This account would be analyzed 
subsequently in developing the detail for the surplus statement. 

In the example above, assuming no further revision at a later 
date, the entries for each of the remaining years would be as follows: 


Depreciation of Machinery. 1,600 

Reserve for Depreciation of Machinery. 1,600 


Understatement of Depreciation — Income Tax Requirements. A 
taxpayer who, in submitting tax returns, has failed to take any depre¬ 
ciation or has taken depreciation that was clearly inadequate cannot 
take advantage of such omissions on later tax returns. However, it 
may be possible to prepare amended tax returns for certain prior 
years, thus permitting the recognition of increased depreciation in 
accordance with revised estimates. Where depreciation charges in 
past years are considered adequate but ciurent and future conditions 
will serve to limit the life of the asset to a period that is less than the 
remaining life according to original estimates, the undepreciated asset 
cost may be spread over its estimated remaining life. Under such 
circumstances, increased charges for depreciation would be appropriate 
for accounting purposes as well as for tax return purposes. 

Overstatement of Depreciation. Where depreciation on an asset has 
been excessive, a procedure consistent with that for understatements 
would require a charge to the asset reserve account and a credit to a 
correction account or to Earned Surplus for the excessive depreciation 
of past years. The correct rate is then used in recording subsequent 
depreciation. To illustrate, assume that machinery costing $15,000 
has been depreciated on an estimated 15-year life. After use of the 
machinery for 10 years, it is determined that the useful life of the asset 
should have been estimated at 20 years instead of 15. The annual 
rate of depreciation, then, should have been $750 instead of $1,000 
and the depreciation for the first 10 years has been overstated by 


$2,500. The entry to correct the accounts is: 

Reserve for Depreciation of Machinery. 2,600 

Corrections in Profits of Prior Periods—Overstatement 
of Depreciation Charges (or Earned Surplus). 2,600 

The entries for each of the remaining years would be as follows, in 
the absence of further revision at some later date: 

Depreciation of Machinery. 760 

Reserve for Depreciation of Machinery. 760 


Overstatement of Depreciation — Income Tax Requirements. For 
income tax purposes, where depreciation has been allowed at a certain 
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rate in the past, the taxpayer is limited to a recovery of only the 
remaining book value over the remaining life of the asset unless 
amended tax returns are filed for certain prior years that may still be 
open according to law. For example, in the preceding illustration, hav¬ 
ing been allowed deductions of $10,000 during the first 10 years, the re¬ 
maining book value of the asset is $5,000. Depreciation over the re¬ 
maining life of the asset, now estimated at 10 years, is limited to the 
unrecovered cost, $5,000, or $500 annually. Frequently this procedure 
is actually followed in the books, no correcting entry being made and 
depreciation in periods subsequent to the determination of a revised 
life being computed by dividing the undepreciated asset balance by 
its estimated remaining life. Such procedure is justified on the grounds 
that (1) the total of the periodic charges to depreciation over the life 
of the asset should not exceed its actual cost, and (2) depreciation 
balances on the books are thus maintained in accordance with income 
tax requirements, making unnecessary analysis and adjustment of 
depreciation data in developing the tax returns. 


CHANGES IN ASSET When an expenditure is considered to im- 
BE^RMENTS^” prove plant or equipment, an asset account 

is charged and it becomes necessary to pro¬ 
vide for depreciation on the additional charge. For example, assume 
that an asset which cost $10,000 has an estimated life of 20 years. 
After 15 years an expenditure of $2,000 is made which represents a 
betterment but which does not increase the life of the asset. The better¬ 
ment, limited to the remaining life of the asset, has a service life of 
5 years. Depreciation relating to the betterment of $400 added to the 
original depreciation of $500 results in a new annual charge of $900. 

If expenditures serve to rehabilitate certain assets and increase 
their service life beyond original estimates, the asset reserve accoimt 
instead of the asset account may be charged with the cost of rehabilita¬ 
tion and a new depreciation rate may be calculated on the adjusted 
data. For example, assume in the previous example that the expendi¬ 
ture did not represent an enlargement or improvement of the asset 
but simply prolonged its service life by 3 years. The annual deprecia¬ 
tion charge would become $562.50 a year, calculated as follows: 


Asset Cost. $10,000 

Less reserve for depreciation, $7,500, reduced by a debit 
of $2,000 as a result of asset rehabilitation. 6,600 


Asset book value to be written off during the next 8 years 
(5+3). $ 4,600) 


Depreciation per year: $4,500-f-8, or $662.50^ 
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APPRAISAL VALUES During the early 1930’s, companies found 
FOR ASSETS plant values had experienced a severe 

fall within a relatively short period. In addition, the prices obtained 
for products sold had fallen to the point where they were insufficient 
to cover production costs if these included depreciation charges based 
on the original cost of assets. Then, during the 1940’s, companies 
discovered that, through no effort on their part, plant values had 
risen decidedly. This rise was occasioned by the general rise in prices 
and in some cases by improvements in adjoining areas that increased 
the value of their locations. At both the bottom and the top of the 
business cycle, officials of a number of companies have considered it 
desirable to prepare statements that show the changes that have taken 
place in plant values. 

When the original cost and the current value of assets differ ma¬ 
terially, such information may be supplied on the balance sheet by 
means of a parenthetical remark or footnote. However, there are 
instances where management insists that the accounts reflect such 
changed values. In either case information concerning the values 
should be supplied by reliable independent appraisal. Furthermore, 
the published statements should offer full information concerning the 
source of the values other than cost as well as the authority for the 
use of such values. 

Appraisal by engineers or appraisal firms normally affords informa¬ 
tion for individual assets concerning (1) the replacement valv£, which 
is the present cost required to reproduce the asset new, and (2) the 
present sound value, which is the replacement value less depreciation 
to date calculated on such replacement value. Appraisal information 
may be used simply to make correcting entries in the depreciation 
reserves for underdepreciation or overdepreciation as disclosed by 
the relationship of sound value to appraised value, or it may be used 
to bring both asset and reserve accounts into agreement with current 
replacement values. 

It was observed previously that entries required to correct de¬ 
preciation of past periods affected asset book values and subsequent 
depreciation charges for income tax purposes. However, changes 
from costs to replacement values, as well as any changes in depre¬ 
ciation charges due to such appraisals, must be disregarded for tax 
pxirposes. For income tax purposes the basis for depreciation con¬ 
tinues to be original cost; the basis for computing gain or loss on the 
ultimate disposal of the asset is the asset book value stated in terms 
of cost. 
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ASSET DEVALUATION When assets are to be written down, earned 
THE^^OKS^*^ surplus is generally debited for the amount 

of the asset decrease. If earned surplus is 
not large enough, the reduction of asset values may require a charge 
to paid-in surplus balances. In the absence of sufficient earned and 
paid-in surplus, the write-off will result in a deficit unless a change is 
made in the corporate structure involving a reduced capital stock ele¬ 
ment. In the case of depreciable assets, both the asset and the reserve 
account balances are generally affected by the devaluation. To illus¬ 
trate the process of asset write-down, assume that buildings are shown 
on the books just before appraisal at cost less depreciation for prior 
years of 30 per cent, as follows: 


Buildings. $500,000 

Reserve for Depreciation of Buildings. 150,000 


Book Value. $350,000 

Assume that an appraisal establishes a present reproduction cost 
of the buildings, new, at $300,000, and a sound value at $210,000 or 70 
per cent of reproduction cost. The buildings account is to be reduced 
to $300,000, and the reserve account must be reduced to 30 per cent 
of $300,000 or $90,000. The entry to give effect to the revaluation 
follows: 


Reserve for Depreciation of Building. 60,000 

Building Revaluation Adjustment (or Earned Sur¬ 
plus) . 140,000 

Buildings. 200,000 


However, assume that the appraisal establishes a reproduction 
cost of $300,000 but a sound value of $180,000, indicating that proper¬ 
ties are actually 40 per cent depreciated. This appraisal suggests 
both incorrect depreciation in the past as well as a change in the re¬ 
placement value of the assets. This information can be recognized in 
the accounts by (1) an entry to correct the reserve account to 40 per 
cent of cost, and (2) an entry reducing the asset and the reserve to a 
$300,000 replacement basis. Since both the correction in past deprecia¬ 
tion and the asset devaluation reduce earned surplus, a single entry 
is possible in recording the two factors, as follows: 


Reserve for Depreciation of Buildings. 30,000 

Building Revaluation Adjustment (or Earned Sim- 

plus. 170,000 . 

Buildings. ^00,000 


Depreciation after appraisal is based upon the revised value of the 
asset and the estimated remaining years of its life. If the remaining 












842 


INTERMEDIATE ACCOUNTING 


[Ch. 10 


life is estimated at 30 years, the depreciation rate is -jV of 60 per cent, 
the undepreciated balance of the asset, or 2 per cent. This rate applied 
to the revised asset value, $300,000, results in annual depreciation of 
$6,000. The same figure is obtained by considering annual depreciation 
as ^ of $180,000, the asset book value after revaluation. 


ASSET APPRECIATION When an appraisal shows an increase in 
THE^^OKS^*^ property values to have taken place and 

asset accounts are to be written up, the asset 
accounts are charged and an appraisal surplus account is credited for 
the increase. To illustrate, assume that land costing $50,000 is to be 
written up to an appraised value of $80,000. This may be done by 
the following entry: 


Land. 30,000 

Surplus from Revaluation of Land. 30,000 


Land would be shown on the balance sheet at the present market 
value, $80,000. Reference to the original cost of the land could be 
made parenthetically. The appraisal surplus should not be merged 
with other surplus balances, but should be reported separately in the 
net worth section of the balance sheet so that the reader of the state¬ 
ment is made fully aware of the appraisal nature of the net worth 
element. 

If the land is sold at a later date for $75,000, $25,000 of the ap¬ 
preciation in value will have been realized. The gain is recognized and 
the unrealized surplus from revaluation of land is canceled by the 
following entry: 


Cash. 75,000 

Surplus from Revaluation of Land. 30,000 

Land. 80,000 

Gain on Sale of Land (or Earned Surplus). 25,000 


The ultimate result of the recorded appreciation and the subsequent 
sale is an increase in earned surplus of $25,000. All evidence of the 
appraisal is canceled, and the account balances are the same as though 
the asset had been carried at cost and subsequently sold at a profit. 

When a depreciable asset is to be written up, the effects upon the 
asset account and the reserve must be considered. The appraisal may 
indicate both a correction in past depreciation and an increased asset 
replacement value. However, unlike the case of asset devaluation 
where both factors are ultimately reflected in earned surplus, in the 
case of asset appreciation any correction in depreciation affects earned 
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surplus while the increase in value must be reported as appraisal sur¬ 
plus. 

Entries, then, are required to record (1) the correction in deprecia¬ 
tion on the basis of cost, and (2) the appraisal increase in the asset 
as well as in the depreciation reserve. While the asset and the reserve 
increases may be reported directly in these accounts, frequently ap¬ 
praisal increase balances are reported in separate accounts. Sub¬ 
sequent depreciation entries that require information concerning both 
cost and appraisal increases can then be more conveniently prepared. 
To illustrate the foregoing, assume the following information with 
respect to machinery: 

Estimated Life Years Reserve for 

Cost in Years Used Depreciati on 

$ 200,000 10 4 $ 80,000 

At this time an appraisal of the asset shows it to have a replacement 
value of $320,000 and a sound value of only $160,000, the asset being 
50 per cent depreciated. The appraisal thus suggests the following 
changes: 



Cost 

Total 
Estimated 
Life in 
Years 

Life 

IN Years 
TO Date 

Reserve 

FOR 

Depreci¬ 

ation 

Correction relating to depre¬ 
ciation recorded in prior 
years 

$ 200,000 

10 

-2 

4 * 

$ 80,000 

+ 20,000 

Revaluation 

$ 200,000 

120,000 

8 

4 

$ 100,000 
+ 60,000 

Balances as increased by ap¬ 
praisal 

$ 320,000 

8 

4 

$ 160,000 


Entries to record the appraisal are required as follows: 


(1) To correct reserve for depreciation 
to 50% of cost as indicated by 
appraisal. 


(2) To increase asset and depreciation 
reserve to a replacement basis of 
$820,000 as indicated by appraisal. 


Machinery Revaluation 
Adjustment (or 
Earned Surplus) 20,000 

Reserve for Deprecia¬ 
tion of Machinery 20,000 

Machinery—Increase per 

Appraisal 120,000 

Reserve for Deprecia¬ 
tion of Machinery— 

In crease per Appraisal 60,000 

Surplus from Revalua¬ 
tion of Machinery 60,000 
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The asset book value has changed as follows: 

Before 

Appraisal Changes 


After 

Appraisal 


Machinery 200,000 +120,000 320,000 

Reserve for Depreciation 80,000 +20,000+60,000 160,000 


120,000 


160,000 


While the asset has increased by a net amount of $40,000, it should 
be noted that the appraisal indicated inadequate depreciation in the 
past of $20,000 on the basis of cost. Since earnings of past periods, 
based on costs, have been overstated, a reduction in earned siuplus is 
required. The appreciation that is taken into the accounts is actually 
$60,000, or asset book value after correction of $100,000, raised to a 
sound value of $160,000. The latter increase, while brought on the 
books, represents unrealized asset appreciation; hence it cannot be 
considered to increase earned surplus, but must be separately reported 
as surplus arising from an appraisal. 


DEPRECIATION ON When the value of depreciable assets in- 
ASSET APPRECIATION greases and the appreciation as evidenced 
by an appraisal is recorded in the accounts, a problem arises as to the 
amount of depreciation to be charged against current operations. It 
is possible to continue to record depreciation on the basis of original 
cost while reporting assets at appraised values on the balance sheet. 
On the other hand, charges to operations may be made on the basis 
of appraised values. When depreciation is continued on a cost basis, 
the books will show the depreciation actually allowable for income 
tax purposes. When depreciation is recorded on the basis of appraisals, 
restatement of such figures to cost is required in the preparation of 
the tax return. However, notwithstanding this factor, there is wide 
support for depreciation on the basis of appraised values on the theory 
that to report an allocation of asset value other than that used in re¬ 
porting the property on the balance sheet would result in a funda¬ 
mental inconsistency. 


Depreciation Based on Cost, If depreciation is to be calculated on 
original cost, the statement of profit and loss reports operations on 
a cost basis, while only the balance sheet reflects appraisal values. 
Depreciation is recorded in the usual manner, an expense account 
being debited and a reserve account credited for depreciation on cost. 
A second entry is required, however, to recognize the shrinkage that 
has taken place in the asset appraisal element. Both the asset increase 
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arising from the appraisal and the appraisal surplus must be reduced. 
This is accomplished by a debit to the appraisal surplus account and 
a credit to the appraisal reserve account. The writing off of asset 
cost is thus accompanied by the writing off of the appraisal increase. 

To illustrate, assume that, at the beginning of 1949, equipment 
acquired on January 1, 1946, is shown on the books at cost, $100,000, 
less a reserve of $37,500 representing depreciation at 12^% a year, or 
at a book value of $62,500. An appraisal on January 2,1949, sets the 
replacement value of the equipment at $150,000 and its present depre¬ 
ciated value at 70% of this amount, or $105,000. Depreciation of 30% 
in 3 years as indicated by the appraisal suggests correction of deprecia¬ 
tion on the asset to a 10-year basis. The following entries are required: 


Transaction Entry 


January 2, 1949 

(1) To decrease reserve for deprecia¬ 
tion to 30% of cost as indicated by 
appraisal. 

Reserve for Depreciation 

of Equipment 7,500 

Equipment Revaluation 

Adjustment (or Earned 

Surplus) 7,500 

(2) To increase asset and depreciation 
reserve to a replacement basis of 
$150,000 as indicated by appraisal. 

Equipment—Increase per 

Appraisal 50,000 

Reserve for Deprecia¬ 
tion of Equipment— 

Increase per Appraisal 15,000 

Surplus from Revalua¬ 
tion of Equipment 35,000 

December 31, 1949 

(1) To record depreciation on cost of 
$100,000 at corrrected rate of 10% 
as indicated by appraisal. 

Depreciation of Equip¬ 
ment 10,000 

Reserve for Deprecia¬ 
tion of Equipment 10,000 

(2) To reduce appraisal increase of 
$50,000 at rate of 10% consistent 
with reduced book value of asset 
at cost. 

Surplus from Revaluation 

of Equipment 5,000 

Reserve for Deprecia¬ 
tion of Equipment— 

Increase per Appraisal 5,000 


At the end of 1955, assuming the asset is retired, the reserve on 
cost is offset against the asset account and the appraisal reserve is 
applied against the asset appraisal increase account, thus closing all 
accounts relating to the property item. 

Depreciation Based on Appraised Values. When depreciation is 
based on appraised values that are higher than cost, operating ex¬ 
penses from an actual cost point of view are overstated and net profit 
is understated. If depreciation is to be recorded on appraised values, 
periodic transfers from the appraisal surplus account to thfe earned 
surplus account may be made in order to correct earned surplus fbr 
the profit understatement. 
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To illustrate, assume the same facts as in the preceding illustration. 
The entries to record the revaluation are the same. Periodic entries 
to record depreciation may be made as follows: 


Transaction Entry 


December 31,1949 
(1) To record depreciation on ap¬ 
praised value of $150,000 at cor¬ 
rected rate of 10% as indicated 
by appraisal. 

Depreciation of Equipment 15,000 

Reserve for Deprecia¬ 
tion of Equipment 10,000 

Reserve for Deprecia¬ 
tion of Equipment— 

Increase per Appraisal 5,000 

(2) To reduce appraisal increase of 
$50,000 at rate of 10%, consistent 
with reduced book value of asset 
at cost, and to correct earned 
surplus for understatement of profit 
calculated after depreciation on 
appraised values. 

Surplus from Revaluation 

of Equipment 5,000 

Earned Surplus 5,000 


The first entry records depreciation on the appraised value, the 
asset reserve being credited for depreciation on cost and the appraisal 
reserve being credited for depreciation on the appraisal increase. 
This entry results in an expense overstatement from a cost basis of 
$5,000, with a corresponding understatement of net operating profits 
in terms of original costs. The second entry results in a transfer of 
the amount of profit understatement from the revaluation surplus 
account to Earned Surplus. The surplus from revaluation balance 
then reflects the actual appraisal increase in the reduced book value 
of the asset, while Earned Surplus includes earnings based upon actual 
costs. When the asset is fully depreciated, the entire balance in the 
appraisal surplus account will have been transferred to Earned Surplus 
by the periodic entries. Upon disposal of the asset, cost and appraisal 
reserves are applied against their respective asset accounts. 

Frequently the appraisal of an asset indicates that no revision in 
the estimate of its service life is needed. No correction is then required 
in the asset reserve account when the appraisal is recorded, and the 
original depreciation rate is applied to costs and appraisal values in 
recording depreciation thereafter. 

While it is proper in accounting for appraisals to show an earned 
surplus balance based on depreciation at cost, regardless of whether 
cost or appraisal depreciation is reported on the statement of profit and 
loss, the practical problem of funds to take care of asset replacement 
at a higher price level still exists. This factor may make the following 
practices desirable: (1) where the cost method of recording deprecia¬ 
tion is used, appropriations of surplus may be made regularly so that 
profits may be withheld from distribution as dividends and funds are 
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thus retained for asset replacement at higher costs; (2) where the 
appraisal method of depreciation is used, transfers from appraisal 
surplus to earned surplus may be omitted, surplus available for divi¬ 
dends thus being limited to profits after depreciation on the basis of 
replacement cost. In the latter instance, when the asset is fully depre¬ 
ciated, the revaluation surplus represents, in effect, ear-marked earned 
surplus. It may be desirable, in addition to the foregoing practice, to 
appropriate further amounts to assure funds for full replacement of 
properties at the expected higher price level. Both appropriated sur¬ 
plus and revaluation surplus elements may ultimately be used as a 
basis for a stock dividend in increasing the permanent capital of the 
business to match the increased dollar investment in plant and equip¬ 
ment. 


APPRAISAL VALUES ON The balance sheet should report both asset 
THE BALANCE S MEET appraisal increases where apprecia¬ 

tion has been taken up on the books. Data for equipment in the pre¬ 
ceding illustration may be shown on the balance sheet prepared on 
December 31, 1949, as follows: 


Equipment. 

Increase per Appraisal. 

Equipment at Appraisal Value 


Asset Reserve 

100,000 40,000 

50,000 20,000 

150,000 60,000 90,000 


The appraisal surplus of $30,000 would be reported in the balance 
sheet net worth section. 


QUESTIONS 

1. (a) What procedure should be followed in the accounts upon deter¬ 
mining that inadequate depreciation has been recorded in past years? 
What procedures will have to be followed in reporting income for tax 
purposes? (b) What procedure should be followed in the accounts upon 
determining that excessive depreciation has been recorded in past years? 
What procedures will have to be followed for tax purposes? 

2. The Brooks Corporation owns office equipment costing $6,000 that 
has been used for 5 years and has been reduced to a book value of $1,200, 
which is the estimated trade-in value at this time. Due to a shortage of 
new equipment for replacement, the company spends $1,500 overhauling 
equipment. It is assumed that this will prolong the life of the equipment 
by 3 years and that the trade-in value will remain the same, (a) How 
should the expenditure be treated? (b) What is the periodic depreciation 
subsequent to the expenditure? 






S48 


INTERMEDIATE ACCOUNTING 


(Ch. 10 


3. A concrete mixer costing $5,100 is estimated to have a trade-in value 
of $600 at the end of 6 years. When it is 4 years old, it is estimated that 
it will be useful for 4 more years and will have the same scrap value at 
the end of that time, (a) What are the entries at the end of the fourth 
year if it is decided to correct the reserve on the basis of revised estimates 
and to record depreciation on the revised basis? (b) What entries would 
be necessary if repairs and replacements had been made at the beginning 
of the fourth year at a cost of $800 in extending the life of the asset? 

4. The Winston Co. purchases land and an old building for $100,000. 
An appraisal of the land indicates that its value is $80,000 and that the 
buildings can be used for no more than 10 years. At the end of 5 years 
the buildings are completely remodeled at a cost of $60,000. It is esti¬ 
mated that the buildings should have a life of 20 years after such remodel¬ 
ing. What entries are made for (a) purchase of the plant, (b) periodic 
depreciation, (c) cost of remodeling, and (d) subsequent depreciation. 

5. The Gardner Co. has a certain machine acquired at the beginning of 
1944 at a cost of $150,000 that is being depreciated on a 15-year life. 
Three operators are required for the machine, each being paid $3,000 
annually. At the beginning of 1949 it is found that a new machine is 
available that offers the same performance with only two of the above 
operators required. The new machine sells for $50,000 and would have at 
least a lO-year life. The old machine can be sold for $5,000. On the 
basis of the foregoing facts, should the new machine be purchased? 

6. Distinguish between (a) replacement value and sound value, (b) 
appraisal surplus and earned surplus. 

7. The Marshall Co. owns processing equipment with a book value of 
$50,000. It finds that it can purchase similar equipment at this time at a 
cost of only $25,000. Would you recommend any changes in the accounts? 

8. The management of the Taft Corporation suggests that depreciation 
on assets that have been written up be recorded on the appraisal values 
in order to assure funds for the replacement of such assets at a higher 
price level. Comment on whether, in your opinion, this practice is neces¬ 
sary and sufficient in meeting the problem. 

9. Buildings of the Martin-Nesley Corporation were originally con¬ 
structed at the end of 1939 at a cost of $500,000, and have been depreciated 
on a 50-year life, being reduced to a book value of $400,000 at the end 
of 1949. At this time appraisers find that the replacement value of the 
buildings is $1,000,000, but the buildings are estimated to have a useful 
life of only 40 years and hence a sound value of $750,000 on this date. 
Management suggests that the buildings be raised from a book value of 
$400,000 to $750,000 by the following entry: 

Buildings. 350,000 

Earned Surplus. 350,000 
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The chief accountant suggeststhe following entry: 


Buildings. 350,000 

Revaluation Surplus. 350,000 

The auditor suggests the following entry: 

Buildings. 500,000 

Reserve for Depreciation. 150,000 

Revaluation Surplus. 350,000 


(a) Comment on each of these proposals, (b) What proposal would you 
make to give effect to the revaluation? 

10. Machinery, reported on the books at $30,000 with a reserve of $8,000 
and an estimated life of 15-years, was appraised on January 1 and found 
to have a replacement value of $50,000 new and an estimated total life 
of 20 years. What entries would be made to record the appraisal? 

11. Machinery acquired on January 1, 1944, at a cost of $300,000 shows 

a reserve of $60,000 on January 1, 1949. On this date engineers and 
appraisers estimate that the machinery should have a remaining useful 
life of 25 years and a replacement value new of $450,000. (a) What 

entries should be made for the appraisal? (b) What entries should be 
made to record depreciation on this asset for the year 1949 if operations 
are (1) charged with cost and (2) charged with appraised values? 

12. The Anderson Co. acquired buildings at the beginning of 1941 at 
a cost of $100,000 and is depreciating them on a 50-year basis. At the 
beginning of 1949 an appraisal indicates that the buildings have a replace¬ 
ment value of $200,000 and a sound value of $160,000 based on a 40-year 
life. The appraisal is recorded in the accounts, and depreciation for 1949 
is recorded at cost. On January 3, 1950, the buildings are sold for cash, 
$175,000. What entries would appear for 1949 and 1950? 


PROBLEMS 

1. Four machines are found in the machine shop of the Webster Manufac¬ 
turing Co. at the beginning of 1949 as follows: 




Cost Including 

Estimated 

Estimated 

Machine 

Date 

Installation, 

Useful 

Residual 


Acquired 

ETC. 

Life 

Value 

A 

Mar. 5, 1941 

$ 6,500 

10 yrs. 

$ 500 

B 

April 1, 1943 

8,500 

10 yrs. 

750 

C 

June 20, 1945 

9,200 

10 yrs. 

500 

D 

Nov. 6, 1946 

12,400 

12 yrs. 

1,000 


Diu*ing 1949 the following transactions relating to machines in this 
department are completed: 

January 6. Machine A, which had not been operating satisfactorily, was 
scrapped, $50 being recovered on salvage. It was decided |hat 
the lives of Machines B and C probably would not exceed 8 
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years. In revising the depreciation on these machines, it was 
considered that their scrap values would be negligible, hence 
to be disregarded. 

January 18. A new machine was purchased for cash at a cost of $8,000. 

The new machine, to be referred to as Machine E, is estimated 
to have a life of 10 years and no scrap value. 

February 11. Machine D was traded in for a larger machine costing $16,500. 

Machine D was accepted at a value of $8,500 for purposes of 
the trade-in, the balance of the purchase price being paid in 
cash. The new machine, to be referred to as Machine F, is 
recorded at $16,500. It is estimated to have a life of 10 years 
and a trade-in value of $1,500 at that time. 

Instructions: (1) Give all of the journal entries that are required for 1949, 
including the adjustments at the end of the year. 

(2) Prepare a schedule showing the cost, reserve balance, and book value 
of each machine on hand as of December 31, 1949. 

2. The following balances, among others, appear on the books of the 
Banning Corporation on December 31, 1949: 


Furniture and Fixtures. 36,000 

Reserve for Depreciation of Furniture and Fixtures. 30,000 

Machinery. 240,000 

Reserve for Depreciation of Machinery. 96,000 

Buildings. 600,000 

Reserve for Depreciation of Buildings. 112,500 

Land. 90,000 


The fixed assets have been carried at cost since their' acquisition. 
With the exception of a building completed on January 1, 1945, at a cost 
of $300,000, the fixed assets were acquired on January 1, 1940. The 
company now wishes to show its fixed assets at their present sound value. 


An appraisal firm submitted the following report in January, 1950: 


Furniture and Fixtures. 

Machinery. 

Buildings: Constructed 1/1/40 
Constructed 1/1/45 
Land. 


Replacement 

Value 

(New) 

$ 45,000 
270,000 
360,000 
330,000 
150,000 


Present 
Depreciated 
Value 
$ 15,000 
135,000 
270,000 
288,750 


Instructions: (1) What is the estimated remaining life of the depreciable 
assets as determined from the appraiser’s report? 

(2) Prepare journal entries to give effect to appraisal values. 

(3) Prepare the plant and equipment section of the balance sheet showing 
appraisal values. 

(4) Give the adjusting entries for depreciation at the end of 1950, assuming 
that operations are charged with depreciation at cost. 

(5) Give the adjusting entries for depreciation at the end of 1950, assuming 
that operations are charged with depreciation on the appraised values. 
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3. Upon its incorporation on July 1, 1945, the Houser Manufacturing 
Co. purchased plant and equipment for cash as follows; 




Estimated 


Cost 

Useful Life 

Land. 

$ 60,000 


Buildings. 

100,000 

50 years 

Machinery and Equipment. 

150,000 

20 years 

Office Furniture and Fixtures. 

15,000 

12 years 


At the beginning of 1947 it was decided that the estimated useful 
lives used in calculating straight-line depreciation on plant items were 
excessive. Correcting entries and depreciation calculated on the basis of 
revised lives as follows were authorized: 

Revised Estimate 
OP Useful Life 


Buildings. 40 years 

Machinery and Equipment. 12 years 

Office Furniture and Equipment. 10 years 


In May, 1948, additional machinery was acquired at $60,000 less a 
5% discount for cash payment. Cost of freight-in on the machinery was 
$2,000. Installation of machinery was completed at the end of June at a 
cost of $12,500. This machinery is estimated to have a 10-year life. 

At the beginning of 1949 an appraisal of plant assets was made by an 
outside appraisal firm. While no change was indicated in the lives of the 
assets, it was ascertained that reproduction costs of assets acquired in 
July, 1945, had increased by the following percentages: 


Land. 150% 

Buildings. 80% 

Machinery and Equipment. 80% 

Office Furniture and Fixtures. . 50% 


It was authorized that such appraisal increases be reflected in the ac¬ 
counts and that depreciation be recorded on the basis of appraisal values. 

Instructions: (1) Give all of the journal entries relating to plant and 
equipment accounts for the period July 1, 1945, to December 31, 1949, in¬ 
cluding the entries for depreciation that are made at the end of each calendar 
year. (Assume that no change is made in appraisal surplus balances at the 
end of each year, since dividends are to be limited to profits based on apprais¬ 
al depreciation.) 

(2) Give the information that will appear in the plant and equipment 
and appraisal surplus sections of the balance sheet prepared as of December 
31, 1949. 
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4. The Kendrix Co. shows account balances as follows as of January 1, 
1948: 





Estimated 



Date 

Useful 


Cost 

Acquired 

Life 

Machinery and Equipment. . . 

$1,200,000 

1/1/38 

15 years 

Machinery and Equipment. . . 

420,000 

1/1/40 

15 years 

Buildings. 

2,000,000 

1/1/38 

40 years 

Land. 

500,000 

1/1/36 



On this date, January 1, 1948, an independent appraisal company 
offers the following estimates with respect to asset values and asset lives: 


Replacement 

Value 

(New) 


Estimated 
Remaining 
Useful Life 


Machinery and Equipment 

Acquired 1/1/38. 

Acquired 1/1/40. 

Buildings. 

Land. 


$1,800,000 

500,000 

3,000,000 

800,000 


10 years 
12 years 
40 years 


It is authorized that asset appraisal values be recorded in the accounts 
at this time. However, depreciation for profit and loss purposes is to be 
calculated on the basis of original costs with useful lives as revised. 

On July 1,1948, a part of the land with an apportioned cost of $100,000 
and an appraised value of $160,000 is sold for cash at $185,000. 

At the beginning of 1949, machinery and equipment originally acquired 
on January 1, 1938, with an apportioned cost of $30,000 and appraised 
at a replacement value of $45,000 as of January 1, 1948, is traded in for 
new equipment costing $100,000. $20,000 is allowed on the old equipment, 
the balance of the purchase price being paid in cash. The new equipment 
is recorded at its purchase price; it is estimated to have a 20-year life. 

Instructions: (1) Give all of the entries relating to plant items for the years 
1948 and 1949, including the annual entries for depreciation that are required 
at the end of 1948 and 1949. 

(2) Give the information that will appear in the plant and equipment 
section and appraisal surplus section of the balance sheet as of December 31, 
1949. 









CHAPTER XI 


INTANGIBLE ASSETS AND DEFERRED CHARGES 


NATURE OF IN- The difference between tangible and in- 

TANGIBLE ASSETS tangible assets lies in the physical and non¬ 

physical characteristics of the properties concerned. Tangible assets 
are physically controlled and used by their owners; intangible assets 
are certain rights, privileges, and competitive advantages that accrue 
to their owners. From a legal point of view such assets as shares of 
stock, bonds, and claims against customers are included in the in¬ 
tangibles classification. For the accountant, however, the intangibles 
classification is limited to those noncurrent assets of an intangible 
nature that are used in the business. These include patents, copy¬ 
rights, franchises, trade-marks, trade brands, formulas and secret 
processes, goodwill, organization expense, leaseholds, and similar items. 

It has already been suggested that intangible assets are generally 
reported on the balance sheet under a separate heading. Where all 
noncurrent properties that are used in the production of goods and 
services are listed under the heading Fixed Assets, subheadings would 
be provided for Fixed Tangibles, consisting of plant and equipment 
items, and Fixed Intangibles, consisting of the intangible assets pre¬ 
viously mentioned. 

Intangible assets derive their value from the fact that they con¬ 
tribute to the profits of the business through special advantages that 
they represent or rights or monopoly privileges that they afford. For 
example, those special advantages resulting from the skill of employees, 
ability of management, desirable location of a business, and good 
customer relationships make up a company’s goodwill. Special rights 
and privileges contributing to profits arise from the ownership or use 
of patents and copyrights. 


VALUATION OF In general the principles of valuation for in- 

INTANGIBLE ASSETS tangible assets are the same as those em¬ 
ployed for the tangible group. Intangibles are normally recorded at 
cost. This would include all expenditures identified with the purchase 
or the development of the assets. 

When an intangible is acquired in exchange for an asset other than 
cash, the fair market value of the asset given in exchange dr that of 
the asset received, whichever is more clearly determinable, is used 
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as a basis for recording the transaction. When capital stock is issued 
in exchange for intangibles, the market value of the stock or of the 
assets received must be determined before the transaction is recorded. 
Purchase of tangible and intangible assets for one lump sum requires 
an allocation of cost to the various units acquired. 

A cost is reported for intangible assets only when certain expendi¬ 
tures can be related to their acquisition. No value should appear on 
the books, for example, for such items as goodwill built up over a 
period of years or a franchise acquired at no cost. However, in the 
absence of an accountable cost, it would still be possible to make 
reference on the balance sheet to such intangibles by means of a 
parenthetical remark or footnote. 

In the case of plant and equipment it was found that certain items, 
such as land, were considered to have an unlimited life and hence 
were carried permanently at cost; on the other hand, buildings with 
a limited life were reported at cost less depreciation charged off since 
acquisition. When an intangible asset has an unlimited or indefinite 
life, it is reasonable to continue to carry the asset at original cost so 
long as it continues to make its contribution to the success and profita¬ 
bility of the enterprise. Intangibles with unlimited lives include such 
items as goodwill, organization expense, trade-names and brands, 
perpetual franchises, and secret formulas. However, when a limited 
usefulness is indicated, either because of the nature of the asset or 
because of the terms of the agreement with respect to the private or 
public grant of its ownership or use, the asset cost is allocated to those 
periods that benefit from the expenditure. This is the case in the owner¬ 
ship of such items as patents, copyrights, leaseholds, and franchises 
with a limited life. 

The process of writing off the cost of an asset in some systematic 
manner is called amortization. Amortization of intangible assets, 
just as in the case of plant and equipment items, may be based on time 
or output factors. Where the useful life of an asset is less than its 
legal life, the useful life provides the basis for amortization. The cost 
amortization is recorded by a charge to expense and a credit to the 
asset, or, if preferred, to an asset reserve account. Intangibles are re¬ 
ported on the balance sheet at the cost balance after amortization, or 
at original cost less the reserve where a reserve is maintained. If a 
basis of valuation other than cost is used, full information concerning 
such valuation should be offered. The charge relating to current 
operations is reported within the appropriate operating expense section 
on the statement of profit and loss. 



Ch. 11] 


INTANGIBLE ASSETS AND DEFERRED CHARGES 


S55 


In the case of intangibles with an unlimited or indefinite existence, 
partial or complete write-offs of costs may be made as a result of two 
factors: (1) the determination that the usefulness of the intangible 
has become limited or has actually come to an end; (2) the adoption 
by the board of directors of a policy to reduce or eliminate arbitrarily 
the intangible item. In the first instance, a reduction in the intangible 
asset is justified since it has been found that the usefulness of the in¬ 
tangible is limited and the asset has lost its original value. Arbitrary 
write-offs, while unsupportable in theory, have been widely encour¬ 
aged in practice on the grounds of conservatism. It has been argued 
that the elimination of intangible items is desirable in offering a con¬ 
servative appraisal of financial condition since these stand the possi¬ 
bility of losing their usefulness and, furthermore, their value may be 
little or nothing upon the sale of a business or its ultimate liquidation. 

When the cost of an intangible asset cannot be satisfactorily allo¬ 
cated to operating periods, but it is decided to reduce or write off the 
balance, such a charge should not be considered as operating expense 
but should be reported as an extraordinary charge in the lower section 
of the statement of profit and loss or as a direct reduction in the com¬ 
pany’s earned surplus, whichever procedure may be appropriate. 
Charges for intangibles should be reported within the operating ex¬ 
pense section of the statement of profit and loss only when and to the 
degree that these can be considered to be related to income of the 
current period. Entries are given below to record (1) a charge arising 
from the regular amortization of patents, and (2) a charge arising 
from an arbitrary reduction in goodwill: 

(1) Patents Expense. 1,500 

Patents. 1,500 

(2) Goodwill Write-Down Adjustment (or Earned 

Surplus). 50,000 

Goodwill. 50,000 

The special problems that arise in the valuation of specific intangi¬ 
ble assets are discussed in the following paragraphs. 

PATENTS A patent is a right granted by the Federal 

government that enables an inventor to 
control the manufacture and sale of his invention for a period of seven¬ 
teen years from the date of the grant. While patents are not renewable, 
the life of a patented article is frequently extended by obtaining new 
patents providing for improvements or changes. The patent may be 
used by its inventor, or its use may be granted to others under royalty 
agreements. 
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Where a patent is developed, its cost includes such items as legal 
fees, the cost of models and drawings, and other experimental and 
developmental expenses that are related to the particular patent. 
Since the government gives the inventor an exclusive right to control 
the use of his invention but does not protect him against its infringe¬ 
ment, the cost of prosecuting or defending infringement suits may 
properly be capitalized as a part of the cost of establishing the patent. 
When a patent is purchased, the patent is recorded at cost by its new 
owner. 

The useful life of a patent is usually much shorter than its legal 
life because of factors of obsolescence and supercession. New and more 
efficient inventions, change of demand in product, or other conditions 
frequently result in a loss in a patent’s value. The estimated useful 
life of the patent expressed in terms of life in years or in terms of units 
of product to be produced provide acceptable bases for cost amortiza¬ 
tion. 

COPYRIGHTS Copyrights are also granted by the Federal 

government. The right to exclusive control 
of publications or works of art is granted for a period of twenty- 
eight years with the privilege of renewal for another twenty-eight 
years. The original cost of obtaining a copyright is nominal. The 
cost of a copyright to a subsequent purchaser, however, may be rela¬ 
tively high. The useful life of a copyright is generally considerably 
less than its legal life. Normally, it is appropriate to write off costs of 
a copyright on the basis of the estimated total sales units; however, 
as a conservative measure, costs of a copyright are frequently written 
off against the income from the first printing or edition. 

FRANCHISES A franchise is a grant by a governmental 

unit of the right to use public properties for 
certain public benefits. These privileges are ordinarily associated with 
public utility enterprises and may be granted for a specific number of 
years, for an indefinite period, or for perpetuity. 

When a franchise is acquired at no cost, the nature of such grant 
may be indicated on the reports, but an amount may not be assigned 
to the item even though it is of great value. When a sum is paid either 
to the granting body for certain privileges or to another corporation 
for rights that are taken over, the franchise cost is recorded on the 
books and is subsequently written off against income. Legal fees and 
other expenditures incurred in obtaining a franchise are properly 
charged to the franchise account. 
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When the life of a franchise is limited, its cost should be charged 
to the income of the periods that benefit from its use. When the life 
of a franchise can be terminated at the option of the granting authority, 
the cost is frequently amortized over a relatively short period. Costs 
of a perpetual franchise may be carried forward permanently. When 
the cost of a perpetual franchise is arbitrarily reduced or written off, 
the charge should not be made to operations since the cost does not 
relate to current income; instead, as indicated earlier, the write-off 
is treated as an extraordinary charge. 

TRADE-MARKS AND Trade-marks, together with trade names 
TRADE NAMES distinctive symbols and designs, are im¬ 

portant to all companies that depend upon a public demand for their 
products, because it is by means of such distinctive markings that 
particular products are differentiated from competing brands. In 
building up the reputation of a product, relatively large costs may be 
involved. The Federal government allows a manufacturer to protect 
such expenditures by registering trade-marks as a means of recording 
his right to the distinctive mark or name. Prior and continuous use 
is the important factor in determining the manufacturer’s right to 
use a particular trade-mark. One retains the right to a trade-mark so 
long as continuous use is made of it. 

A trade-mark is recorded at cost when it is purchased. If developed, 
the cost of the trade-mark includes developmental expenditures such 
as designing expenses, filing and registry fees, and costs of litigation 
in connection with infringement suits. Since the life of a trade-mark 
is not limited, its cost may be carried forward until it is ascertained that 
there has been a loss in value. However, cost is frequently written off 
over a relatively short period on the theory that changes in consumer 
demand may limit or terminate the life of the asset. 


FORMULAS AND A business may have certain valuable in- 

SECRET PROCESSES tangible assets in the form of formulas or 

secret processes that are used in the manufacture of its products. 
Where these are protected by patents, their cost is recorded in the 
patents account. Some formulas and processes may not be patentable. 
When this is the case and it is deemed advisable to capitalize the costs 
identified with these developments, separate accounts are set up. The 
costs of such assets are generally amortized over a relatiwly short 
period because their possible discovery by others may limit or destroy 
any advantage offered through their possession. 
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GOODWILL Goodwill, in a general sense, is considered 

to represent those intangible elements con¬ 
nected with a going concern such as reputation, staff and personnel 
abilities, patronage, credit standing, service policies, demand for cer¬ 
tain products, and favorable location. From an accounting point of 
view, goodwill is the ability of a business to earn an amount above 
the normal return on its investment. By above-normal profits is 
meant a rate of return on a particular investment that is greater than 
that ordinarily necessary to attract new owners to that type of business. 


CALCULATION Goodwill is recorded on the books of a com- 

OF GOODWILL jg acquired through a pur¬ 

chase or otherwise established by a transaction. The latter factor 
would include its recognition on the books in connection with a merger 
or reorganization of a corporation, a purchase or partial purchase of 
a business, or a change in the membership of a partnership. 

In acquiring a business, past profits in most instances offer the best 
basis upon which to determine a specific value for goodwill. It is not, 
however, these past profits but similar prospective future profits that 
are being purchased. In the consideration of the profits to be used as 
a basis for the calculation of the goodwill amount, the following points 
require special attention and analysis: 


(1) The extraordinary items included in the past profits or losses. 

(2) The trend and uniformity of past profits. 

(3) The prospects for the continuation of past profits. 

(4) The appropriate normal profit rate. 

(5) The valuation to be placed on the net assets for the determination of 
normal profits. 


Extraordinary and nonrecurring gains and losses that cannot be 
considered a part of normal activities are usually excluded from past 
profits or losses. Examples of such items include gains and losses from 
the sale of certain fixed assets, losses from fire or theft, and gains and 
losses from unusual sources. The ordinary or normal profits from 
operations should be analyzed to determine their trend and uniformity. 
If the profits over a period of years show a tendency to decrease, an 
explanation should be sought, since this trend may indicate a con¬ 
tinuing decrease in future profits. There may be greater confidence 
in future possible profits when profits have been relatively uniform in 
the past than when profits have fluctuated widely from year to year. 

The past normal profits are used as a basis for estimating the 
earnings of the future. Business conditions, the business cycle, de¬ 
mand for the product or services supplied, and other significant factors 
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must be studied in developing data that will make it possible to con¬ 
vert past earnings into estimated future earnings. 

The normal profit rate that is used for the capitalization of income 
in order to determine goodwill depends on market conditions at the 
time the purchase is made, the type of business, and the risks involved. 
Before the calculation of goodwill, the net assets other than goodwill 
that are being acquired should be determined. Assets at their current 
fair market values, less the amount of liabilities assumed, provide the 
net asset balance which, together with estimated future earnings, may 
be used in the development of a purchase price for the business and 
its goodwill. 

The actual determination of the price to be paid for goodwill 
usually results from bargaining and compromises between the parties 
concerned. The price agreed upon for goodwill is the amount that 
is recorded on the buyer’s books. Such agreement, however, requires 
some basis from which to start bargaining. Several possible methods 
of arriving at a goodwill figure are illustrated below. These are based 
upon the following information: 

Net earnings after elimination of extraordinary and nonrecurring items: 


1945 

$140,000 

1946 

90,000 

1947 

110,000 

1948 

85,000 

1949 

115,000 

Total 

$540,000 


Average annual earnings ($540,000-^5), $108,000 

Estimated annual future earnings, $100,000 

Net assets as appraised on January 1, 1950, before recognizing goodwill, 
$1,000,000 

The average annual earnings of $108,000 for the five-year period 
1945-49 was used in arriving at an estimate of the probable future 
annual earnings. It is assumed that an analysis of the assembled in¬ 
formation by the prospective purchaser suggests that future earnings 
may be conservatively estimated at $100,000 a year. 

(1) Capitalization of Average Net Earnings. The amount to be paid 
for properties may be determined by capitalizing expected future 
earnings at a rate that represents the desired return on the investment. 
The difference between the amount to be paid for the properties thus 
obtained and their appraised value may be considered the price of 
goodwill. In the example, if a return of 8 per cent is desired on the 
investment and earnings are estimated at $100,000 a year, a valuation 
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of $1,250,000 is obtained ($100,0004-.08). Since net assets, before 
goodwill, are valued at $1,000,000, the difference between this amount 
and the price paid, $1,250,000, or $250,000, would be the cost assigned 
to goodwill. If a 10 per cent return were required, net assets would 
be valued at $1,000,000 and there would be no goodwill on the pur¬ 
chase. 

(2) Capitalization of Average Excess Earnings. The foregoing 
method considered only earnings in the calculation of the amount to 
be paid for properties and goodwill. It would seem more reasonable, 
however, to consider net assets to be acquired as well as earnings in 
the determination of the price to be paid. To illustrate, assume the 
following facts: 

Company A Company B 

Estimated annual future earnings. $100,000 $ 100,000 

Net assets as appraised before recognizing 
goodwill. 500,000 1,000,000 


If the estimated earnings are capitalized at 8 per cent, the values 
of both Companies A and B are found to be $1,250,000. The goodwill 
for Company A is then $750,000, and for Company B, $250,000, as 
shown: 

Company A Company B 
Total value (earnings capitalized at 8%) $1,250,000 $1,250,000 
Deduct net assets. 500,000 1,000,000 


Goodwill 


$ 750,000 $ 250,000 


The foregoing calculations ignore the fact that Company B’s net 
assets, excluding goodwill, exceed those of Company A. Company B, 
whose earnings of $100,000 are accompanied by net properties ex¬ 
cluding goodwill valued at $1,000,000, would certainly command a 
higher price than Company A, whose earnings of $100,000 are ac¬ 
companied by net assets, excluding goodwill, of only $500,000. 

Satisfactory recognition of both earnings and asset contributions 
is generally effected by requiring a reasonable return on net assets 
at their appraised values and capitalizing the amount of estimated 
future earnings in excess of a reasonable return at a higher rate. To 
illustrate, assume in the foregoing cases that 8 per cent is considered 
a reasonable return on net assets acquired and that excess earnings 
are capitalized at 20 per cent in determining the amount to be paid 
for goodwill. Use of a higher capitalization rate on the purchase of 
goodwill is justified on the grounds of the uncertainty and fluctuations 
in value in this asset, the inability to divorce this asset from the busi- 
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ness as a whole for sales purposes, and the probability of its total loss 
upon liquidation. Amounts to be paid for net assets of Companies A 
and B acquired on the above basis are calculated as follows: 



Company A 

Company B 

Estimated annual earnings: 

Co A — normal return at 8% on net 

$ 

100,000 

$ 100,000 

assets of $500,000. 

Co. B—normal return at 8% on net 


40,000 


assets of $1,000,000. 



80,000 

Excess annual earnings. 

$ 

60,000 

$ 20,000 

Value of net assets offering return of 8% 
Value of goodwill: 

Co. A — excess annual earnings of 

$ 

500,000 

$1,000,000 

$60,000 capitalized at 20%. 

Co. B — excess annual earnings of 


300,000 


$20,000 capitalized at 20%. 



100,000 

Total asset valuation including goodwill. . 

$ 

800,000 

$1,100,000 


Assuming that Company A is acquired for cash, individual assets 
would be recorded on the books of the buyer at the appraised values, 
goodwill would be recorded at $300,000, liability accounts would be 
credited for the obligations assumed, and cash would be credited for 
the amount paid. Goodwill, having been acquired by purchase, is 
properly reported on the balance sheet of the purchaser at its cost. 

Where goodwill is not arrived at by some such process as illustrated 
above, but a lump sum amount is paid for a business, net assets other 
than goodwill should still be appraised and the difference between 
this total and the purchase price considered payment for goodwill. 
When capital stock is issued in exchange for a business, the value of 
the stock issued determines the consideration paid for the assets. Care 
must be exercised so that what in effect represents a discount on the 
stock is not reported as goodwill. For example, assume that 10,000 
shares of common stock, par $10, but selling on the market at 7i, 
are exchanged for net assets valued at $60,000 before recognition of 
goodwill. The purchase should be recorded as follows: 


Net Assets. 60,000 

Goodwill. 15,000 

Discount on Common Stock. 25,000 

Capital Stock. 100,000 


Where goodwill is acquired after sound and conservative deter¬ 
mination, normally it need not be written off since it represents pay- 
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ment for the expected continued ability of a business to earri above- 
normal profits. Goodwill has an indeterminate life. Presumably man¬ 
agement, in the attempt to continue favorable operations, will maintain 
the value existing in the goodwill acquired. The intangible values 
originally obtained are frequently perpetuated or supplanted by new 
business advantages. 

Exceptions to the practice of carrying goodwill at its original cost 
indefinitely may be justified in those instances where goodwill can be 
related to a limited period. For example, assume that $100,000 is 
paid for goodwill on the purchase of a business whose lease expires 
in ten years. If it is assumed that the business will not continue 
beyond the life of the lease, goodwill benefits are limited to a ten-year 
period, and the cost of the intangible is a proper charge to operations 
over this period. Where goodwill is calculated as the discounted present 
value of a certain number of years’ excess profits on the theory that 
profits will tend to decline as a result of competition, changes in the 
business cycle, and the exhaustion of other goodwill factors, it is also 
possible to support a charge of goodwill to operations on some system¬ 
atic basis during its estimated period of usefulness. 

While there is theoretical support for maintaining goodwill on the 
records indefinitely where its value remains unimpaired, the practice 
of writing off this intangible is widespread. Goodwill is frequently 
reduced periodically or written off in total upon its acquisition or at 
some later date. In instances where such arbitrary action is authorized 
by management, the charge should be reported as an extraordinary 
item. It should be observed that where goodwill, or another intangible, 
is arbitrarily written off before the end of its useful life, asset and net 
worth balances are misstated and the ratio of earnings to invested 
capital is distorted. Earnings appear to be more favorable than is 
actually the case as a result of this “conservative” practice. It should 
be noted that a charge for the amortization or the write-down of good¬ 
will is not allowed in calculating income for income tax purposes. 

The goodwill item is frequently listed on published balance sheets 
at one dollar. The explanation may be either of the following: (1) 
a company that has built up its own goodwill may have brought it 
on the books at this value in order to call the reader’s attention to its 
existence without inflating the asset and net worth sections of the 
statement; (2) a company that has purchased goodwill has written it 
down arbitrarily to this nominal figure. Similar practices are frequently 
encountered with respect to patents, trade-marks, copjo’ights, and 
other intangibles. 
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organization When a corporation is first formed, there 

EXPENSE certain organization expenses 

such as legal fees, promotional expenses, and incorporation fees. Such 
items are usually capitalized in order to avoid beginning operations 
with a deficit, and also because the benefits from these expenditures 
accrue to more than just the first fiscal period. 

Expenditures relating to organization may be considered to benefit 
the corporation during its entire life. Thus, when the life of a com¬ 
pany is not limited, such cost may be capitalized and carried as an 
intangible asset permanently. It is common practice, however, to 
write the asset off as an extraordinary charge within a relatively 
short time, frequently within the first three to five years after a com¬ 
pany is organized. For income tax purposes, as in the case of good¬ 
will, a deduction from income for organization expense written off is 
not allowed. 

It is sometimes suggested that operating losses of the first few 
years should be capitalized as part of Organization Expense. It is 
argued that such losses cannot be avoided in the early years when the 
business is being developed, and later years should absorb such ini¬ 
tial losses. However, while losses may have been inevitable, to report 
such losses as Organization Expense and thus to overstate assets and 
net worth is unsupportable. 


LEASEHOLDS AND Leaseholds arise when property is rented for 

IMPROVEMENTS ^ relatively long time. The terms of the lease 

and the use or disposition of the property 
by the lessee usually determine the accounting procedure to be fol¬ 
lowed in connection with the lease. If the property is used by the lessee 
in his regular operations and if rentals under the lease are paid periodi¬ 
cally when due, the leasehold need not appear on the lessee’s books. 
Periodic rentals under the lease are charged by the lessee to operating 
expenses for the period covered by each installment. Where the 
possession of a certain leasehold confers special advantages on its 
owner, reference may be made to such values on the balance sheet by 
means of a parenthetical remark or footnote. 

There are, however, certain circumstances under which the lessee 
may show the leasehold in his accounts. These situations are briefly 
as follows: 


(1) The lessee may be required to pay a certain lump sum amount as 
advance rental at the time the lease is first negotiated. Such an amount is 
properly capitalized and is assigned as expense to the appropriate operating 
periods. 
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(2) The lessee may sublease the property to another party at a rental 
in excess of that payable under the original lease. If the payment of the 
rental under the sublease is adequately secured both by the earning power of 
the sublessee and by improvements made by the sublessee, the original 
lessee may show the leasehold on his books. The value at which the leasehold 
may be carried is the discounted value of the excess rentals receivable under 
the sublease. Under these circumstances the value of the leasehold must be 
amortized over the period covered by the sublease. This procedure is followed 
particularly where the leasehold is to serve as the basis for the extension of 
credit. 

Leasehold improvements arise when property has been leased and 
alterations or improvements are made by the lessee. The cost of 
changes in assets is recorded on the books of the lessee as leasehold 
improvements, and the asset is then written off by charges to opera¬ 
tions. 

The amortization of leaseholds and leasehold improvements con¬ 
sists of the systematic charge to the operations of each period of a 
portion of the cost. In the case of leasehold improvements that revert 
to the lessor upon termination of the lease, the useful life of the im¬ 
provements to the lessee is limited to that of the lease and must be 
written off his books over the lease period. For example, assume that 
an improvement estimated to have a 25-year life is completed when a 
lease has only 20 years more to run. Since the property will revert to 
the lessor, the improvement has only a 20-year useful life to the lessee. 
If the improvement has a life that is shorter than the lease, both lease 
and lease improvement costs are spread over their own respective life 
periods. 

It is sometimes provided that the lessor, upon the termination of 
the lease, shall pay a certain amount for leasehold improvements 
turned over to him. The amount to be paid may be (1) an arbitrary 
price agreed upon beforehand, (2) the depreciated book value of the 
property, or (3) the appraised value of the property upon termination 
of the lease. Where such payments are involved, the amount to be 
charged to operations by the lessee is cost of the improvements less 
the estimated amount recoverable upon termination of the lease. 

DEFERRED CHARGES A fourth subdivision of noncurrent assets 

is found in the deferred charges group. In 
addition to investments, plant and equipment, and intangibles used 
in the operations of the business, there are certain other expenditures 
for services or benefits that are considered to be properly allocable to 
the income of a number of fiscal periods. Such expenditures, which are 
considered as deferred charges, are capitalized, and the costs are charged 
off to operations in some reasonable manner. 
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The cost of issuing bonds, including printing, underwriting, and 
promotion fees, may be capitalized as a deferred charge and written off 
over the life of the bond issue. When bonds of a corporation are issued 
at less than face value, the bond discount is usually combined with the 
costs of issuing bonds and included among the deferred charges. The 
accounting procedures to be followed in recording and amortizing the 
discount and a full discussion of the problem of bond presentation on 
the balance sheet are found in the next chapter. 

Frequently costs of extensive repairs, moving, and rearranging 
existing machinery and equipment are deferred and charged to the 
operations of several periods. Such procedure is not objectionable if 
future periods benefit from such expenditures and full disclosure is 
made of the nature of the deferred item on the balance sheet. 

It is sometimes suggested that the cost of an unusually extensive 
advertising campaign should be capitalized and written off during 
subsequent periods, since later periods continue to benefit from current 
expenditures. However, since the benefits of advertising may prove 
short-lived and since similar costs may be necessary in following years 
to perpetuate the benefits acquired through advertising, it is advisable 
to charge all of such costs to current operations. 

Experimental, developmental, and improvement costs, when these 
are not appropriately chargeable to plant and equipment or intangible 
assets yet are considered properly chargeable against future revenues, 
may be recorded as deferred items. In reporting such balances among 
deferred charges, a full description of the nature of the charges should 
be provided, together with an explanation in footnote form in support 
of the policy of deferral. In the event of any doubt as to future benefit 
and allocability, such expenditures should be charged to current opera¬ 
tions. Losses such as may arise from operations of early years, from 
catastrophes, or from other extraordinary sources should under no 
circumstances be deferred, even though their recognition results in a 
deficit on the balance sheet. 

SHORT-TERM It was suggested in Chapter I that while 

DEFERRED EXPENSES short-term deferred expenses may be con¬ 

sidered as current or working capital items, it is common practice to 
list these within the deferred charges section on the balance sheet. 
Assets that may fall in the category of short-term deferred expenses 
include prepaid insurance, rent, taxes, deferred interest expense, and 
various supplies on hand. A detailed discussion of methods of ,ac- 
coimting for deferred expenses was presented in Chapter II. 
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The bases of cost allotment to operations for short-term deferrals 
are similar to those involved in the case of long-term deferrals. The 
method to be used in each case depends upon the t3T)e of deferred 
item involved. Assets that have a definite service life, such as prepaid 
insurance and rent, are charged to operations on a prorata time basis. 
Supplies and similar assets are charged to operations on the basis of 
consumption. A number of special problems arise in connection with 
accounting for insurance. Because of the importance of insurance in 
business, the remaining pages of this chapter are devoted to a detailed 
discussion of insurance. 

INSURANCE The various costs for insurance protection 

extending beyond a year may be recorded as 
assets when expenditures are made. Periodically, the asset balances 
are reduced by the amounts of insurance that have expired. 

Of all the various types of protection provided by insurance, fire 
is probably the most universal business risk covered. Fire insurance 
policies are usually written in $100 or $1,000 units for a period of 1,3, or 
5 years. Since there is some saving in premium payments covering a 
longer period, the policies are customarily written for 3 or 5 years, 
with the entire premium payable in advance. 

The amount of the premium depends on the conditions in each 
particular case. Some of the factors considered in setting a premium 
rate are type, location, use, and protection afforded the property being 
insured. By type is meant the material used in the construction of the 
property. In location, the surroundings, such as the distance between 
properties and the general hazards of the area, are considered. Use 
refers to the nature of the work being carried on. Protection includes 
consideration of the safety devices available, such as automatic sprink¬ 
lers and the proximity and efficiency of the fire-fighting equipment.. 

The insurance contract may be canceled by either the insurer or 
the insured. If it is canceled by the insurance company, a refund is 
made on a prorata basis. When the policyholder cancels the policy, 
a refund may be made on what is known as a “short-rate” basis that 
provides for a higher insurance rate for the shorter period of coverage. 

COINSURANCE A coinsurance clause, or average clause, is 

frequently written into a policy by the in¬ 
surance companies to offset the tendency on the part of those buying 
insurance protection to purchase only the estimated mimimum cover¬ 
age. A business with assets that are worth $100,000, for example, may 
estimate that any single loss could not destroy more than one half of 
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these assets. On the basis of this estimate, the business might consider 
itself adequately protected by insurance of $50,000. With an 80 per 
cent coinsurance clause, however, it would be necessary for the business 
to carry insurance up to 80 per cent of the value of the property, or 
$80,000, if any loss up to $80,000 is to be fully paid by the insurance 
company. 

The standard coinsurance clause form reads as follows: 

“It is expressly stipulated and made a condition of the contract 
that, in event of loss, this company shall be liable for no greater 

proportion thereof than the amount hereby insured bears to_per cent 

of the actual value of the property described herein at the time when 
such loss shall happen, nor for more than the proportion which this 
policy bears to the total insurance thereon.** 


In attaching this clause to an insurance policy, the agreed per¬ 
centage is inserted in the blank space provided. Assuming that 80 
per cent is inserted in the clause, this indicates that the insurance com¬ 
pany will pay the full amount of a claim, up to the face of the policy, 
only if the insurance coverage equals 80 per cent of the value of the 
property at the time of the loss. Where less than the stipulated per¬ 
centage of insurance is carried, the insured shares in the risk along 
with the insurance company. 

To illustrate the calculation of the amount to be paid on a claim 
arising under a policy that does not meet the coinsurance requirement, 
assume the following: assets are insured for $70,000 under a policy con¬ 
taining an 80 per cent coinsurance clause. On the date of a fire, assets 
have a fair market value of $100,000. Since the policy does not meet 
the coinsurance requirement, any loss will be borne | by the insurance 
company and J by the policyholder; however, the total loss to be 
absorbed by the insurance company is limited in any case to $70,000, 
the face of the policy. A fire loss of $48,000, for example, would be 
divided as follows: 


(a) $70,000 = face value of the insurance policy. 

(b) $80,000 = coinsurance requirement (80% of the value of assets of 

$ 100 , 000 ). 


(c) $10,000 = difference between the face value of the policy and the 
coinsurance requirement. 


Share of loss to be borne by the insurance 

company: 


(a) 70,000 

(b) 80,000 


X $48,000 = $42,000 


Share of loss to be borne by the policy¬ 
holder: 


(c) 10,000 
(b) 80,000 


X $48,000 = 6,000 


Total loss: 


$48,000 
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The same principles may be applied to a loss greater than $70,000, 
the face of the policy; however, the loss to be absorbed by the in¬ 
surance company is limited to the face of the policy. Assume the same 
facts as above but a $75,000 loss. Application of the formula results in 
the following: 

Share of loss to be borne by the insurance /.n/. 

company: X $75,000 = $65,625 

Share of loss to be borne by the policy- ,« ««« 

holder: X $75,000 = 9,375 

Total loss: $75,000 


In the above example the formula results in a correct allocation, 
since the company’s share is still less than the face of the policy. How¬ 
ever, assume a loss of $90,000. The following calculations are made: 


190,000-$78,750 


10,000 

80,000 


X $90,000 = 11,250 


Total loss $90,000 


In this case the insurance company does not pay the amount de¬ 
termined by the allocation, since its risk is limited to $70,000, the 
face value of the policy. The division of the loss, then, is as follows: 


Share of loss to be borne by insurance company. $70,000 

Share of loss to be borne by policyholder. 20,000 

Total loss. $90,000 


Where the insurance coverage is equal to or greater than the per¬ 
centage required by the coinsurance clause, the formula need not be 
applied, since any loss is paid in full up to the face value of the policy. 
It should be observed that coinsurance requirements are based not 
on the cost or book value of the insured property but upon the actual 
value of the property on the date of a fire. If coinsurance requirements 
are to be maintained, a rise in the value of insured assets requires that 
increased insurance coverage be acquired. 

The following general rule may be stated with respect to fire in¬ 
surance: The amount of the claim to be paid by the insurance com¬ 
pany will be the smallest of the following three amounts: 
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(1) The amount allocable to the insurance company as a result of 
the application of the coinsurance formula to the fire loss. 

(2) The face value of the policy. 

(3) The amount of the loss. 

FIRE LOSS When a fire occurs, the books should be ad¬ 

justed as of the date of the fire and a fire ad¬ 
justment account should be set up in the ledger. This account is 
debited for (1) the adjusted book value of property destroyed and (2) 
any unamortized insurance premiums applicable to the paid-up por¬ 
tion of the policy; it is credited for (1) payments by the insurance 
company and (2) any recovery from salvage. The balance of the ac¬ 
count is closed into the profit and loss account or directly to Earned 
Surplus at the end of the period. 

Before the book value of the property destroyed may be closed in¬ 
to the fire adjustment account, the depreciation for the period to the 
date of the fire should be recorded. The unexpired insurance account 
should also be adjusted for the portion of the premium that is an ex¬ 
pense of the period to the date of the fire. Any unexpired insurance 
balance applicable to the portion of the policy that is collected is 
transferred to the fire adjustment account. The latter adjustment is 
necessary since the policy or a portion of it is canceled when the in¬ 
surance company meets its claim obligations under the policy. 

To illustrate the entries required by a fire loss, assume the account 
balances shown below: 

Balances as of December 31,1949 


Buildings. $300,000 

Reserve for Depreciation of Buildings (depreciation rate, 

2%). 36,000 

Machinery and Equipment. 120,000 

Reserve for Depreciation of Machinery and Equipment 

(depreciation rate, 10%). 48,000 

Unexpired Insurance on Buildings (policy has 2 years to 
run; face, $200,000). 2,400 


Unexpired Insurance on Machinery and Equipment (policy 

has 3 years to run; face, $50,000). 1,800 

(The insurance policies contain no coinsurance clauses.) 

On April 1, 1950, one fourth of the buildings and one third of the 
machinery and equipment were destroyed by fire. The insurance com¬ 
pany appraised the buildings at $240,000 and paid $60,000. The ma¬ 
chinery and equipment were appraised at $75,000, and the insurance 
company paid $25,000. The sum of $3,000 was realized from salvaged 
materials. The entries that are necessary to record the foregoing 
are given on the following page. 
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Transaction Entry 

To record depreciation on buildings and 
machinery and equipment from January 

1, 1950, to April 1, 1950. 

Buildings—$300,000 at 2% for 3 months 
-$1,500 

Machinery and Equipment—$120,000 at 
10% for 3 months = $3,000 

Depreciation of Buildings 1,500 

Depreciation of Machinery 
and Equipment 3,000 

Reserve for Depreciation 
of Buildings 1,500 

Reserve for Depreciation 
of Machinery and Equip¬ 
ment 3,000 

To record the expired insurance from 
January 1, 1950 to April 1, 1950. 

Insurance on Buildings, 3 months 
at $100 a month $300 

Insurance on Machinery and Equip¬ 
ment, 3 months at $50 a month $150 

$450 

Insurance 450 

Unexpired Insurance 450 

i 

To write off the portion of buildings 
destroyed and the reserve applicable 
thereto. 

Buildings, cost $300,000: 

$300,000X1 $75,000 

Balance in Reserve for Depreciation: 
$36,000 +$1,500 == $37,500; 

$37,500X1 9,375 

Fire Adjustment 65,625 

Reserve for Depreciation 
of Buildings 9,375 

Buildings 75,000 

To write off the portion of the machinery 
and equipment destroyed and the reserve 
applicable thereto. 

Machinery and Equipment, cost $120,000: 

$120,000 Xi $40,000 

Balance in Reserve for Depreciation: 
$48,000+$3,000 =$51,000; 

$51,000 Xi 17,000 

Fire Adjustment 23,000 

Reserve for Depreciation 
of Machinery and Equip¬ 
ment 17,000 

Machinery and Equip¬ 
ment 40,000 

To write off the unexpired insurance premi¬ 
ums applicable to the collected portions of 
the policies. 

Unexpired insurance balance on buildings: 
$2,400-$300 =$2,100 

$60,000 (Payment ^ 100 - 8630 

$200,000 (Face of Policy) 

Unexpired insurance balance on 
machinery and equipment: 

$1,800-$150 = $1,650 
$25,000 (Payment) _ 

$50,000 (Face of Policy) 

Fire Adjustment 1,455 

Unexpired Insurance 1,455 


$1,455 
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Transaction Entry 


To record the collection from the insur- i 
ance company: 

Buildings $60,000 

Machinery and Equipment 25,000 

$85,000 

Cash 

Fire Adjustment 

I 

85,000 

85,000 

To record the proceeds from salvage, 

Cash 

3,000 


$3,000. 

Fire Adjustment 

i 

3,000 

To close fire adjustment account: 

1 

i 

Profit and Loss (or Earned 
Surplus) 

Fire Adjustment 

2,080 

2,080 


The summary account reporting a net loss of $2,080 would appear as 
follows: 


Fire Adjustment 


Loss from Destruction of Build- 


Insurance Proceeds 

85,000 

ings 

Loss from Destruction of Ma- 

65,625 

Recovery from Salvage 

Net Loss to Profit and Loss (or 

3,000 

chinery and Equipment 
Write-off of Insurance Premiums 

23,000 

1,455 

90,080 

Earned Surplus) 

2,080 

90,080 


QUESTIONS 

1. Distinguish between fixed tangible and fixed intangible assets. 

2. (a) List three intangibles that require no cost amortization under 
normal conditions. Under what circumstances should such balances be 
written off, and what accounting procedure should then be followed? (b) 
List three intangibles that require amortization under normal conditions. 
Indicate circumstances that might serve to accelerate the amortization 
process and state the accounting procedures to be followed in such cases. 

3. Harmon Products, Inc. reports plant, equipment, and intangibles on 
the balance sheet at $1. The president of the company insists that ac¬ 
counts should be maintained on a conservative basis, hence has authorized 
write-downs to the nominal figure. Comment on this practice. 

4. Master Mechanics, Inc. maintains a shop for experimental work of 
various kinds. Costs of operating the shop are approximately $100,000 
annually. Occasionally valuable patents are developed for factory use 
as a result of shop operations. What accounting treatment would you 
recommend for work within this department? 

5. The Webb Co. develops patents at a cost of $8,500, and patent rights 
are granted at the beginning of 1944. It is assumed that the patents will 
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be useful during their full legal life. At the beginning of 1946 the com¬ 
pany pays $5,000 in successfully prosecuting an attempted infringement 
of these patent rights. At the beginning of 1949, $15,000 is paid for the 
acquisition of patents that may make its own patents worthless; the 
patents acquired have a remaining life of 15 years but will not be used. 
How should each of the foregoing costs be recorded? What is the patent 
cost amortization for the years 1944, 1946, and 1949? 

6. (a) Under what conditions may goodwill be reported as an asset? 
(b) The Barker Company engages in a widespread advertising campaign 
on behalf of new products, charging above-normal expenditures to good¬ 
will. Do you approve? 

7. In analyzing past profits in an attempt to measure goodwill, net 
earnings of $200,000 are reported for 1949 after charges and credits for 
the items listed below. Fixed assets are appraised at 50% above cost for 
purposes of the sale. 


Depreciation of fixed assets. $20,000 

Interest on bonds payable. 10,000 

Year-end bonus to president of company. 40,000 

Gain on sale of securities. 45,000 

Gain from revaluation of marketable securities. 15,000 

Write-down of goodwill. 20,000 

Amortization of patents and copyrights. 10,000 

Appropriation of profits for possible future contingencies. 25,000 


What would you suggest is the “normaF' earnings figure for purposes 
of your calculations? 

8. The profits of the Southern Sales Company are stated as follows: 

1945 . $40,000 1948. $50,000 

1946 . 45,000 1949. 55,000 

1947 . 30,000 

Tangible net assets of this company are appraised at $500,000. This 
business is to be acquired by the Universal Sales Corporation. What 
amount shall be paid for goodwill if: 

(a) 8% is assumed to be a normal rate of return on net tangible assets, 
average excess profits for the last 5 years to be capitalized at 20 %? 

(b) 6% is assumed to be a normal rate of return on net tangible assets, 
payment to be made for average excess profits for 4 years? 

9. The Northlake Development Co. constructs a building at a cost of 
$150,000, with an estimated life of 50 years, on property leased for a 30- 
year period at an annual rental of $5,000. The lease contains a renewal 
option for an additional 30-year period at an increased rental of $8,000. 
(a) What are the entries in connection with the lease and building de¬ 
preciation for the first year? (b) Assuming that the lease is renewed, 
what entries are necessary in the thirty-first year? 
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10. Distinguish between prepaid expenses and deferred charges. Give 
three examples of each. 

11. What is meant by a “short rate” on a fire insurance policy? Who 
elects to cancel the policy when the short rate is applied? 

12. What is a coinsurance clause and why is it found in policies? Pre¬ 
pare a formula, accompanied by a rule or explanation, for determining 
the liability of an insurance company when a coinsurance clause is in¬ 
cluded. 

13. The Armstrong Company paid $1,620 for a $150,000 fire insurance 
policy for protection from May 1, 1948, to April 30, 1951. On June 1, 
1949, a fire destroyed a portion of the insured building and the insurance 
company paid $90,000. How much must be transferred from the unex¬ 
pired insurance account to the fire adjustment account? Why is this entry 
necessary? 

14. A fire insurance policy on buildings has a face value of $90,000 and 
an 80% coinsurance clause. Assuming that buildings have a fair value 
of $150,000 on the date of a fire, what amount will be recovered if the fire 
loss totals were: (a) $60,000; (b) $110,000; (c) $140,000? 

15. The York Company purchased a building for $80,000 on August 1, 
1941. Depreciation was recorded at 3% a year. On October 31, 1949, 
50% of the building was destroyed. On this date the building had a fair 
market value of $100,000. A policy for $60,000 was carried on the build¬ 
ing, the policy containing a 75% coinsurance clause. The insurance policy 
had been acquired on July 1,1948, at a premium cost of $450 for a 3-year 
period from this date. What entries would be made to record (a) the loss 
from destruction of the building, (b) the reduction in the unexpired in¬ 
surance account, and (c) the probable collectible amount on the insur¬ 
ance? (Assume that the company’s fiscal period is the calendar year.) 

PROBLEMS 

1. A building with a fair market value of $200,000 is insured under a 
policy containing a coinsurance clause. Determine the amount that is 
recoverable from the insurance company under each of the following 
assumptions: 



Amount of 

Face of 

Percentage In 
Coinsurance 


Loss 

Policy 

Clause 

(a) 

$100,000 

$160,000 

75% 

(b) 

170,000 

160,000 

80% 

(c) 

50,000 

105,000 

70% 

(d) 

140,000 

80,000 

60% 

(e) 

150,000 

120,000 

70% 

(f) 

150,000 

120,000 

80% 

(g) 

190,000 

150,000 

90% 

(h) 

200,000 

250,000 

80% 
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2. The Benton Co. assembles the following information relative to the 
Sloan Corporation in considering the purchase of its net assets: 


Sloan Corporation, Balance Sheet, December 31,1949 



As Per 

Corporation’s 

Books 

As Adjusted 
By Appraisal 
AND Audit 

Assets 

Current Assets. 

$105,000 

400,000 

60,000 

100,000 

$665,000 

$ 97,000 
375,000 
35,000 
100,000 

$607,000 

Plant and Equipment. 

Investments. 

Goodwill. 

Liabilities and Net Worth 

Current Liabilities. 

Long-Term Debt. 

Capital Stock. 

40,000 

250,000 

200,000 

175,000 

40,000 

250,000 

200,000 

117,000 

Surplus. 

$665,000 

$607,000 


Analysis of Surplus 



As Per 

As Adjusted 


Corporation's 

By Appraisal 


Books 

AND Audit 

Surplus, January 1, 1947. 

122,180 

73,600 

Loss on Sale of Investments, 1947. 

4,380 

6,600 


117,800 

67,000 

Net Profit, 1947. 

33,000 

26,000 


150,800 

93,000 

Dividends, 1947. 

12,000 

12,000 


138,800 

81,000 

Net Profit, 1948. 

27,500 

29,800 


166,300 

110,800 

Dividends, 1948. 

12,000 

12,000 


154,300 

98,800 

Net Profit, 1949. 

32,700 

30,200 


187,000 

129,000 

Dividends, 1949. 

( 

12,000 

12,000 

1 

li 

175,000 

117,000 
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Instructions: (1) Calculate the amount to be paid for goodwill to the 
nearest $100, assuming that (a) earnings of the future are expected to be the 
same as average normal earnings of the past 3 years, and (b) 6% is accepted 
as a reasonable return on net assets other than goodwill as of December 31, 
1949, and average earnings in excess of 6% are capitalized at 15% in deter¬ 
mining goodwill. 

(2) Give the entry on the books of the Benton Co., assuming purchase of 
the assets of the Sloan Corporation and assumption of their liabilities on the 
basis as indicated in (1). Cash is paid for net assets acquired. 


3, The following data are assembled for the Perfection Bakers, Inc. and 
the Superior Baking Co. as of July 1,1949, in connection with a proposed 
merger: 

Perfection Superior 
Bakers, Inc. Baking Co. 


Net assets per books as of July 1,1949. $‘212,000 $200,000 

Average net earnings per books, July 1, 

1944 - - June 30, 1949. 26,000 21,500 


It is agreed that the values of the respective assets contributed, in¬ 
cluding the intangible asset goodwill, are to be determined on the follow¬ 
ing bases: 10% is to be considered a reasonable return on the net assets 
other than goodwill; average earnings for the period 1944-1949 in excess 
of 10% of the assets on July 1,1949, are to be capitalized at 20% in deter¬ 
mining goodwill. However, the following adjustments are to be given 
effect before determining the respective values: 

(1) Buildings of the Perfection Bakers, Inc. are considered to be worth 
$30,000 more than the book value figures reported. Buildings have a remain¬ 
ing life of 20 years. 

(2) The Superior Baking Co. wrote off Organization Expense of $13,500 
against profits in 1946. 

(3) The Superior Baking Co, included in profit and loss a loss of $1,500 
resulting from a fire in 1947 and a gain of $3,000 on the acquisition and 
retirement of bonds in 1948 at a cost less than the book value of the liability. 

Instructions: Prepare a statement to show for each party to the merger 
the determination of the amounts to be paid for (1) net assets other than 
goodwill and (2) goodwill. 


A. Investment balances and profits for a 5-year period for Top Brands, 
Inc., follow: 

Year Net Profit Capital at End of Year 


1945 

1946 

1947 

1948 

1949 


$60,000 

63,000 

80,000 

89,000 

91,000 


$400,000 

426,000 

440,000 

465,000 

505,000 
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The Wylie Corporation agrees to purchase Top Brands, Inc. and makes 
cash payment for the assets on the following basis: 

6% is considered a normal return on investments. 

Payment for goodwill is to be calculated by capitalizing at 20% 
the average annual profits that are in excess of 6% of average annual 
capitals. 

Instructions: Give the entry that would be made on the books of the 
Wylie Corporation to record the acquisition of the net assets and the goodwill 
of Top Brands, Inc. 

5. On March 1, 1947, the Williams Company paid $720 for a $60,000, 
3-year fire insurance policy on a building that was completed at a cost of 
$150,000 at the end of June, 1931. The insurance policy contains a 75% 
coinsurance clause. Depreciation is calculated at 2 - 2 % annually. On 
April 1, 1949, the building was 50% destroyed by fire. The insurance 
company accepts a sound value for the property of $100,000 and agrees 
to make settlement on this basis. The fiscal period for the Williams Co. 
is the calendar year. 

Instructions: Prepare the journal entries necessary as of April 1, 1949, 
to summarize the foregoing information in the fire adjustment account and 
to close this account to profit and loss. 

6. The insurance register of the Maddux Corporation shows the following 
data: 


Kind of 
Property 
Covered 

Policy 

Date 

Insurance 

Term 

Amount of 
Coverage 

Total 

Premium 

Paid 

Store Equipment 

Nov, 1, 1947 

3 years 

$40,000 

$360 

Merchandise 

Feb. 1, 1949 

1 year 

6,000 

96 

Building 

Nov. 1, 1947 

3 years 

65,000 

450* 


*This policy contains an 80% coinsurance clause. 


On May 1, 1949, a fire destroyed 75% of the store equipment, all of 
the merchandise, and 60% of the building. An appraiser determined that 
the fair values, as of May 1, 1949, of the store equipment and building 
were $48,000 and $100,000 respectively. Since perpetual inventory rec¬ 
ords were not kept, the value of the merchandise destroyed was esti¬ 
mated on the assumption that sales recorded to date were made at 25% 
above cost. 

A trial balance taken as of May 1, 1949, before adjustments, includes 
the balances shown on the following page. Depreciation of store equip¬ 
ment is 10% annually; of buildings, 2J% annually. Books were last closed 
on December 31,1948. 
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Merchandise Inventory, January 1, 1949. $ 11,000 

Store Equipment. 60,000 

Reserve for Depreciation of Store Equipment.... $ 10,000 

Building. 160,000 

Reserve for Depreciation of Building. 92,000 

Sales. 123,000 

Sales Returns and Allowances. 3,000 

Purchases. 94,000 

Purchases Returns and Allowances. 4,000 

Freight In. 2,000 


Instructions: (1) Determine the estimated inventory balance just before 
the fire. 

(2) Give the entries to bring the accounts up to date and to summarize 
the fire loss. 

(3) Give the entry that would be made to close the fire loss account into 
profit and loss. 

7. On September 1,1949, a fire destroyed a portion of the assets of Stewart 
Sales Co. Immediately after the fire the following trial balance was 
obtained: 


Dr. Cr. 

Cash. 15,650 

Notes Receivable. 25,000 

Accounts Receivable. 31,200 

Merchandise Inventory, January 1, 1949. 24,200 

Furniture and Fixtures. 30,000 

Reserve for Depreciation of Furniture and Fixtures. 8,900 

Buildings. 100,000 

Reserve for Depreciation of Buildings. 22,000 

Land. 30,000 

Store Supplies. 410 

Office Supplies. 600 

Unexpired Insurance. 720 

Notes Payable. 5,000 

Accounts Payable. 15,440 

6% Bonds Payable. 50,000 

Capital Stock. 100,000 

Earned Surplus. 30,300 

Sales. 240,200 

Sales Returns. 2,200 

Purchases. 169,550 

Freight In. 3,100 

Purchases Returns. 2,410 

Selling Expenses. 28,930 

General and Administrative Expenses. 11,906 

Purchases Discounts. 2,260 

Interest Income. 606 

Sales Discounts. 1,410 

Interest Expense. 2,140 


477,016 477,016 
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The fire destroyed one half of the buildings, three fourths of the 
furniture and fixtures, and all of the merchandise on hand. 

The insurance company appraised the property and found that fur¬ 
niture and fixtures had a value of $24,000 and buildings a value of $120,000 
on the date of the fire. The merchandise destroyed is to be estimated on 
the assumption that the gross profit percentage on sales in 1948 was 
maintained in 1949. Sales in 1948 were $320,000; the January 1, 1948, 
inventory was $21,000; and the purchases in 1948 were $236,000. It is 
also estimated that store supplies of $120 and office supplies of $205 were 
on hand and were destroyed at the time of the fire. 

A study of the insurance register disclosed the following information: 


Property 

Covered 

Policy 

Date 

Terms 

Coverage 

Premium 

Paid 

Furniture & Fix¬ 
tures 

July 1, 1947 

3 years 

$15,000 

$270 

Buildings 

Jan. 1, 1948 

3 years 

60,000 

450* 

Merchandise 

Jan. 1, 1949 

1 year 

20,000 

285 

*This policy contains an 80% coin: 

surance clause. 



Depreciation rates are: furniture and fixtures, 10% a year; buildings, 
3% a year. 

On September 1 there is accrued interest on notes receivable of $200, 
accrued interest on notes and bonds payable of $410, and accrued selling 
expenses of $250. 

Instructions: (1) Prepare a work sheet with pairs of columns for: (a) 
account balances as of September 1, 1949, (b) the adjustments necessary to 
bring the accounts up to date and to record the fire loss, (c) profit and loss 
information (regular activities and fire loss data) for the period January 
1-September 1, and (d) balance sheet data on September 1. (All operating 
expenses are summarized in selling expense and general and administrative 
expense controlling accounts; depreciation of buildings, depreciation of furni¬ 
ture and fixtures, and insurance are regarded as general and administrative 
expenses.) 

(2) Prepare a statement of profit and loss and balance sheet from the 
work sheet. 

(3) Give the entries necessary to bring the accounts up to date and to 
close the nominal accounts. 



CHAPTER XII 


LIABILITIES 

NATURE OF LIABILITIES Whenever a business enterprise uses credit, 

a liability is created. In an economic system 
based so largely on credit, one finds many examples of credit on the 
balance sheet. Most goods and services are purchased on account, 
and liabilities exist until those providing such goods and services are 
paid in cash. Funds are borrowed from commercial banks for working 
capital purposes. Large sums needed to finance new buildings and 
machinery are provided by bond issues. During the lives of such ob¬ 
ligations, interest accrues as an additional liability. Taxes accrued 
and not yet due appear as liabilities until paid. Employees working 
for the enterprise are creditors until paid. The lag of time that exists 
between the receipt of cash, goods, or services, and settlement creates 
the liability item. 

All obligations must be shown on the balance sheet and properly 
classified as current or noncurrent. The problem of measurement or 
valuation does not arise in the case of most liabilities. However, in 
those instances where amounts are not definitely determinable on the 
balance sheet date, estimates will have to be made as accurately as 
possible. Where liabilities may reasonably materialize as a result of 
certain past acts or present conditions, such contingent claims should 
be recognized either by a position on the balance sheet or mention in 
footnotes. Current, long-term, and contingent liabilities are considered 
in the remaining pages of this chapter. 

CURRENT LIABILITIES Those amounts that are payable within one 

year or less from the date of the balance sheet 
and that will require the use of current assets in their settlement are 
shown as current liabilities. 

Current accounts payable may be of several kinds, as, for instance, 
amounts owed for merchandise and services purchased, bank over¬ 
drafts, temporary credit balances in customers’ accounts, advances 
from related companies, royalties payable, and guaranteed dividends on 
the stock of another corporation. Each of these items should be re¬ 
ported separately on the balance sheet. Current notes payable may be 
divided into amounts owed to trade creditors and amounts owed to 
banks and to other parties. Particular attention should be given to 
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purchases of goods or services at the end of the period. The liabilities 
for such items must be reflected on the statements even though in¬ 
voices evidencing the obligations may not be received until the follow¬ 
ing period. 

Bonds and mortgage notes are reported as current liabilities if 
they are to be paid within the twelve-month period following the date 
of the balance sheet. But, if such obligations are payable out of a 
sinking fund or if they are to be retired from the proceeds of new bonds 
or mortgages, they will not reduce current assets and may continue 
to be listed as noncurrent, with appropriate reference to the plan for 
their payment. 

Cash dividends that are declared by appropriate formal action of 
the board of directors are current liabilities. When dividends are to 
be paid in the form of additional shares of stock, the amount declared 
is not shown as a liability, since assets are not decreased by their pay¬ 
ment. Such balances are properly shown in the net worth section of 
the balance sheet, since they represent a transfer not yet completed 
from Surplus to Capital Stock. 

A company with cumulative preferred stock outstanding may 
have sufficient surplus for the legal declaration of a dividend but may 
fail to declare dividends in order to retain working capital for other 
purposes. While dividends do not accrue as does interest on an ob¬ 
ligation and hence do not represent a liability, nevertheless the amount 
of cumulative dividends unpaid should be reported on the balance 
sheet. This amount may be reported parenthetically following a 
description of the stock in the net worth section or by means of a foot¬ 
note. Stockholders and other interested parties are entitled to full 
information regarding any cumulative dividends in arrears. 

A subsection under current liabilities may be devoted to accrued 
liabilities. An examination of the expense accounts, as well as of the 
obligations that are interest-bearing, is required in determining the 
accrued payables. Some of the more common accrued items are pay¬ 
ables for taxes, salaries, wages, commissions, and interest. 

As indicated in an earlier chapter, the term “Reserve” is frequently 
used for a liability whose balance is not definitely determinable. For 
instance, there may be some doubt about the exact amount that will 
be payable for Federal income taxes. The estimated amount payable 
may be reported under a heading such as Accrued Federal Income 
Taxes, Estimated Federal Income Taxes Payable, or Reserve for 
Federal Income Taxes. 
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In addition to income tax liabilities, both state and Federal, other 
tax obligations, such as sales tax^, payroll taxes, and withholding 
taxes, require proper recognition in the current liability section. A 
few of the problems that may be involved in their calculation are con¬ 
sidered in the following paragraphs. 

SALES TAX PAYABLES With the passage of sales tax laws by many 

states and some municipalities, certain new 
duties are required of business. The laws generally provide that the 
business unit must act as an agent for the government in the collection 
of sales taxes. Provision must be made in the accounting records for 
determining the liability of the business to the government for amounts 
collected. 

The sales tax payable is generally a stated percentage of sales. When 
the sales tax collections as well as sales are recorded in total in the 
sales account, it becomes necessary to break this amount into its 
component parts. Sales and Sales Tax, in determining the tax payable. 
If the sales tax is 3 per cent of net sales, then the amount recorded in 
the sales account would be sales + .03 of sales, or 1.03 times the sales 
total. Dividing the sales figure by 1.03 gives the actual sales, and 3 
per cent of the sales amount as calculated represents the sales tax 
liability. To illustrate, assume that the sales account reports a balance 
of $100,000 including sales tax of 3 per cent. Actual sales would be 
$100,000-^1.03 or $97,087.38. Three per cent of this amount, or 
$2,912.62, is the sales tax liability. 

The entries for the sales and the sales tax liability are: 

Cash (or Accounts Receivable). 100,000.00 

Sales. 100,000.00 

To record the sales for the period (includ¬ 
ing tax collections on sales.) 

Sales. 2,912.62 

Sales Tax Payable. 2,912.62 

To record the sales tax liability for the 
period. 

Frequently the actual sales total and the sales tax collections are 
recorded separately at the time of the sale. The sales tax payable 
account then accumulates the sales tax liability. If sales tax collections 
are not exactly equal to the sales tax liability as computed under the 
law, the sales tax payable account will require adjustment periodically 
and an accoimt will be opened to show the gain or the loss on sales 
tax collections. This is transferred to the profit and loss account in 
closing the books. For example, assume that actual sales of a retail 
store for a month are $25,000, of which $15,000 are credit sales and 
$10,000 are cash sales; sales tax of $451 was charged on credit sales. 
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and $271 was collected on cash sales. The law provides that the sales 
tax liability shall be 3 per cent of retail sales. The entries that would 
be made follow: 


Cash. 10,271 

Accounts Receivable. 15,451 

Sales Tax Payable. 722 

Sales. 25,000 

To record the sales for the month. 

Loss on Sales Tax Collections. 28 

Sales Tax Payable. 28 


To increase the sales tax liability to 3 per cent 
of sales of $25,000, or $750. 


PAYROLL TAXES AND 
INCOME TAX 
WITHHOLDINGS 


Social security and income tax legislation 
imposes, in general, four types of taxes based 
upon payrolls: 


(1) Old-Age and Survivor Insurance. The Federal Insurance Con¬ 
tributions Act, referred to as the Federal old-age retirement legislation, 
provides for an equal tax on employer and employee to provide funds 
for old-age and survivor insurance benefits payable to certain classes 
of workers and to members of their families. Benefits accrue to a 
worker at the age of 65 and are based on his average pay and the 
number of years of employment as covered by the law. 

As originally passed, the legislation provided for a tax of 1 per cent 
on employer and employee beginning on January 1, 1937, with in¬ 
creases in rates to take effect in later years. Congress has modified 
original rate schedules, postponing rate increases; but it has the power 
to raise the rates at any time.' Under the original rates, an employee 
contributes 1 per cent on an aggregate salary not exceeding $3,000 a 
year received from any number of employers, while the employer pays 
this rate on salaries up to $3,000 for each employee. Employers of one 
or more persons, with certain exemptions, come under the law. Among 
the important groups excluded are agricultural labor; servants and 
domestics in private homes, clubs, and fraternities; employees of 
religious, charitable, or educational nonprofit organizations; employees 
covered by the Railroad Retirement Act; and employees of the Fed¬ 
eral government and a state or its instrumentalities.* The amount of 
the employee’s tax is withheld from the wage payment by the employer. 
This amount is remitted by the employer, together with his own tax. 


^In January, 1949, the rate was still 1 per cent on employer and employee. 

*These were the groups excluded in January, 1949; changes in such exclusions may 
be made at any time. 









Ch. 121 


UABILIITES 


283 


to the Collector of Internal Revenue. The employer is responsible for 
the tax even if he fails to withhold amounts from employees represent¬ 
ing their contribution. Tax payments to the Federal government are 
made in the month following each calendar quarter. 

(2) Unemployment Insurance — Federal. The Federal Social 
Security Act and the Federal Unemployment Tax Act provide for the 
establishment of unemployment insurance plans. Employers of eight 
or more persons, with the exception of certain classes of employees 
similar to those under old-age retirement legislation, are affected. 
Under the law, the Federal government taxes eligible employers at 
3 per cent on the first $3,000 paid to every employee during the calen¬ 
dar year, less a credit of up to 90 per cent of this amount for taxes 
paid under state unemployment compensation laws. No tax is levied 
on the employee. Where an employer is subject to a tax of 2.7 per cent 
or more, as a result of state unemployment legislation, the tax payable 
to the Federal government is then .3 of 1 per cent of the wages. Pay¬ 
ment to the Federal government is made on or before January 31 for the 
preceding calendar year. The actual unemployment benefits are pro¬ 
vided by the systems created by the states. Revenues of the Federal 
government under the acts are used to pay the expenses of administer¬ 
ing state and Federal unemployment legislation. 

(3) Unemployment Insurance — State. State unemployment com¬ 
pensation laws are not the same in all states. In most states they pro¬ 
vide for taxes only on employers; but in a few states taxes are applied 
on both employers and employees. Each state law specifies the labor 
that is exempt, the number of employees that are required before the 
tax is applicable, and also the contributions to be made by employer 
and employees. In many states the tax is applicable only when eight 
or more are employed; in others the numbers range from one to six 
employees. Exemptions are similar to those under the Federal act. 
The tax is normally payable in the month following each calendar 
quarter. 

While the normal tax on employers in a state may be 2.7 per cent, 
frequently merit rating or experience plans provide for a scale of rates 
based upon employers’ individual experience histories. Thus employers 
with stable employment records are taxed at a rate in keeping with 
the limited amount of benefits that are required for their employees; 
employers with less satisfactory employment records would contribute 
at a rate more nearly approaching 2.7 per cent in view of the greater 
amount of benefits payable to their employees. Savings under stete 
merit systems are allowed as credits in the calculation of the Federal 
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contribution, so that the Federal tax will not exceed .3 of 1 per cent 
even though payment of less than 2.7 per cent is made by an employer 
entitled to a lower-than-normal rate. 

(4) Income Tax Withholding. Federal income taxes on individuals 
have been collected since 1943 at the time income is earned, or on a 
current basis, instead of in the calendar year following the earnings. 
With the change to the “pay-as-you-go” plan, employers are required 
to withhold the income taxes from wages paid to their employees. 
Withholding is required not only of employers engaged in a trade or 
business, but also of religious and charitable organizations, educational 
institutions, social organizations, and governments of the United 
States, the states, the territories, and their agencies, instrumentalities, 
and political subdivisions. Certain remuneration is not subject to 
withholding although subject to income taxes. Among the items 
excluded are: fees paid to public officials for official duties; payment 
for casual labor, agricultural labor, or domestic service in a home, a 
college club, or a fraternity; and remuneration for services rendered 
as a minister. 

The amounts to be withheld by the employer are calculated in 
accordance with formulas provided by the law or from tax withholding 
tables made available by the government. Withholding is based upon 
the length of the payroll period, the amount earned, and the number 
of family exemptions to which the employee is entitled. The employer 
reports information concerning the amounts withheld and makes pay¬ 
ment to the Collector of Internal Revenue on or before the last day 
of the month following the calendar quarter where withholding does 
not exceed $100 a month. Where amounts withheld exceed this 
figure, monthly payments are required, these being due by the fifteenth 
of the following month. Employees subject to withholding taxes still 
prepare tax returns annually, calculating their taxes for the year and 
determining whether any additional tax payment is due, or whether 
amounts withheld exceed the amount due, thus requiring a refund from 
the government as a result of tax overpayment. Individuals with 
income from such sources as business profits, rentals, dividends, 
royalties, and so forth, are required to estimate their current tax 
liability and make current payments on such estimates, any corrections 
for excess payments or deficiencies being calculated on the tax return 
prepared at the end of the year. 

To illustrate the procedure for payroll taxes and income tax with¬ 
holding, assume that salaries in January, 1949, for a retail store with 
10 employees are $2,000. The state unemployment compensation law 
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provides for a tax on employers only of 2.7 per cent. Income tax with¬ 
holding for the month is $260. 

The required journal entries follow: 


Salaries and Wages. 2,000 

Federal Old-Age Taxes Payable. 20 

Withholding Taxes Payable. 260 

Cash. 1,720 


To record payroll of $2,000 and payment after de¬ 
duction of 1% for employee’s contribution under 
Federal old-age benefits act and $260 representing 
income tax withholding. 


Payroll Tax Expense. 80 

State Unemployment Taxes Payable. 64 

Federal Unemployment Taxes Payable. 6 

Federal Old-Age Taxes Payable. 20 


To record the payroll tax liability of the employer: 

(1) State Unemployment Contributions — 2.7% of 
$2,000, or $54. 

(2) Federal Unemployment Tax—.3% (3% less 
credit of 90%, 2.7%) of $2,000, or $6. 

(3) Federal Old-Age Insurance Tax — 1% of $2,000, 
or $20. 

When tax payments are made to the proper agencies, the tax 
liability accounts are debited and Cash is credited. 

LONG-TERM DEBT Those debts that are not to be paid from 

current assets within one year are considered 
long-term or fixed obligations. Frequently long-term obligations are 
issued upon the acquisition of the more permanent assets of the busi¬ 
ness. Long-term debt would include long-term notes and bonds as 
well as long-term advances from affiliates. Notes and bonds may be 
unsecured or they may be secured by liens on a company’s securities, 
equipment, or real estate. Normally the obligation is classified in 
terms of the character of security, such as equipment notes, collateral 
trust bonds, first mortgage bonds, or debenture bonds. 

Bonds provide for the payment of interest at regular intervals and 
a principal sum at some future date. A bond issue generally consists 
of a number of bonds in $1,000 denominations, since the total loan 
required cannot normally be obtained from a single source. The bond 
contract is known as the bond indenture. Ordinarily, bonds may be 
issued only upon approval by a majority of the stockholders, and their 
issuance must conform with regulations of the state in which the com¬ 
pany is incorporated. Bonds may be sold by the corporation directly 
to investors, or they may be underwritten by investment bankers. 
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The underwriters either purchase the entire issue of bonds or arrange 
to purchase that part of the issue which is not disposed of by the 
company. 

From the standpoint of the common stockholders of a corporation, 
the issuance of bonds instead of preferred stock has the following 
advantages; (1) the interest rate on bonds is usually lower than the 
dividend rate on preferred stock; (2) bondholders have no voice in the 
management; (3) there is no prorata sharing of earnings with the bond¬ 
holders; (4) bond interest is a deductible item for income tax purposes. 
There is a disadvantage, however, in that interest on bonds is a fixed 
charge that must be paid regardless of earnings. In the case of large 
operating losses, the company may find it impossible to raise sufficient 
funds to meet periodic interest accruals. Upon default on interest 
pajonents, bondholders may foreclose upon the property, resulting 
in the forced sale of company assets. In order to overcome this dis¬ 
advantage, some corporations have resorted to the issuance of a class 
of bonds that pays interest only when earnings of the company are 
sufficient to cover interest requirements. Such bonds, which bear a 
close resemblance to preferred stock insofar as the conditional income 
feature is concerned, are called income bonds and have been used par¬ 
ticularly in the case of railroad reorganizations. 

RECORDING THE In accounting for a bond issue it is possible 

BOND ISSUE record the amount of bonds authorized as 

well as the amount actually issued. The simpler procedure, however, 
is to record only those bonds actually issued. When bonds are sold 
for an amount other than face value, the bonds account is credited at 
face value, representing the amount that will ultimately have to be 
paid, and a discount account is debited or a premium account is 
credited for the difference between cash proceeds and bond face value. 
As indicated in Chapter VIII, the price at which bonds sell depends 
upon the interest rate provided by the bond as compared with the 
prevailing market rate. The corporation amortizes discount or pre¬ 
mium balances over the life of the bond issue. Discount amortization 
increases the periodic interest expense; premium amortization results 
in a decrease in interest expense. When bonds are given in exchange 
for property, the fair market value of the property or the cash amount 
at which the bonds would sell must be ascertained in recording the 
issue. 

Entries to be made to record the sale of bonds for cash are illustrated 
on the following page. 
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Assuming sale at a discount (bonds of 
$1,000,000 are sold at 97): 

Cash 970,000 

Discount on Bonds 
Payable 80,000 

Bonds Payable 1,000,000 


Assuming sale at a premium (bonds of 
$1,000,000 are sold at 102): 

Cash 1,020,000 

Premium on Bonds 

Payable 20,000 

Bonds Payable 1,000,000 


Frequently subscriptions would first be obtained for bonds, and 
the bonds would be issued after the collection of subscriptions. To 
illustrate this procedure, assume that 3 per cent bonds of $800,000 
are authorized. An investment syndicate purchases bonds of $400,000 
at 98, and the balance of the amount authorized is to be sold by the 
corporation directly to individuals at various intervals as funds are 
needed. Officers of the company subscribe to bonds of $60,000 at 98 
and pay 40 per cent of the subscription price. Bonds are to be delivered 
only upon full payment of the subscription price. One officer pays 
the 60 per cent balance on his subscription for bonds of $20,000, and 
these are issued. Entries are made as follows: 


If amount authorized If amount authorized 

Transaction is not recorded is recorded 


Received permission to sell 
800 $1,000 bonds. 

No entry 

Unissued 

Bonds 800,000 

Bonds Au¬ 
thorized 800,000 

Sold 400 bonds to an invest¬ 
ment firm at 98. 

Cash 392,000 

Discount on 

Bonds Payable 8,000 

Bonds Pay¬ 
able 400,000 

Cash 392,000 

Discount on 

Bonds Pay¬ 
able 8,000 

Unissued 

Bonds 400,000 

Received subscriptions for 60 
bonds at 98. Received 40% 
down payment (40% of 
$58,800). 

Cash 23,520 

Bond Sub¬ 
scriptions Re¬ 
ceivable 35,280 

Discount on 

Bonds Pay¬ 
able 1,200 

Bonds Pay¬ 
able Sub¬ 
scribed 60,000 

Cash 23,520 

Bond Sub¬ 
scriptions Re¬ 
ceivable 85,280 

Discount on 

Bonds Pay¬ 
able 1,200 

Bonds Sub¬ 
scribed 60,000 

Received 60% balance on 
bonds of $20,000 subscribed 
for at 98 (60% of $19,600). 

Cash 11,760 

Bond Sub¬ 
scriptions 

Receivable 11,760 

Cash 11,760 

Bond Sub¬ 
scriptions 

Receivable 11,760 

Issued 20 bonds to paid-up 
subscriber. 

Bonds Payable 

Subscribed 20,000 

Bonds Pay¬ 
able 20,000 

Bonds Sub¬ 
scribed 20,000 

Unissued ^ 

Bonds 20,000 
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Regardless of the method of recording followed, the bond transac¬ 
tions just given may be reported on the balance sheet in the following 
form: 


Current Assets: 

Cash 427,280 

Bond Subscriptions Receivable 23,520 


Deferred Charges: 

Discount on Bonds Payable 9,200 


Long-Term Debt: 

3% First Mortgage Bonds 


Authorized (due July 1, 

1965) 800,000 

Deduct Unissued Bonds 380,000 


Bonds Issued and Outstand¬ 
ing 420,000 

Add Bonds Subscribed 40,000 


Bonds Outstanding and Sub¬ 
scribed 460,000 


It should be observed that bond subscriptions receivable are re¬ 
ported as a current asset when subscriptions are to be collected cur¬ 
rently. The total amount of bonds authorized should be indicated on 
the balance sheet. While unissued bonds are shown as a deduction 
from bonds authorized in reporting bonds payable issued and out¬ 
standing in the example above, it would be proper simply to report the 
net amount of bonds outstanding, bonds authorized being reported 
parenthetically or by means of a footnote. The bond interest rate, 
bond maturity date, and security relating to the bond issue should 
also be indicated on the balance sheet. Bonds subscribed are shown as 
an addition to bonds outstanding. 

Bond discount is ordinarily reported on the balance sheet as a 
deferred charge, on the assumption that a discount is the equivalent 
of deferred interest, which is properly added to interest charges of 
future periods. On the other hand, a premium is ordinarily reported 
cis a deferred credit, on the assumption that it is the equivalent of 
an interest advance by bondholders, which is properly used as a credit 
offset to future interest payments. 

While the foregoing are the prevailing practices, it would be possible 
to consider either balance a valuation account identified with bonds 
payable, bonds thus being reported at face value minus the discount 
or plus the premium. Such procedure parallels that which was used 
in accounting for investments in bonds. Bonds proceeds would de¬ 
termine the book value of the liability at the time of the bond issue, 
and this book value would move gradually to the bond maturity value 
as amortization of discount and premium balances takes place. Such 
procedures can be supported in theory on the grounds that bond 
proceeds represent the present value of the bond liability. Where 
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bonds are issued at a discount, the book value of the liability goes up 
as a result of interest payments that are less than the effective rate 
at which the bonds were sold, until the liability reaches bond face 
value at its maturity. Where bonds are sold at a premium, the book 
value of the liability goes down as interest payments are made that 
exceed the effective rate at which the bonds were sold. 

While costs of issuing bonds, including printing and engraving, 
taxes, advertising, and underwriting fees, may be shown separately 
as a deferred charge and may be amortized over the life of the issue, 
these are generally treated as a deduction from bond proceeds, thus 
increasing the discount or reducing the premium on the bond issue. 


BOND INTEREST AND There are two methods of providing for the 

PRCKEDi?l«s'^*^ payment of interest on bonds. Coupons may 

be printed on each bond for all of the interest 
dates and the amounts to be paid; or bonds may be registered in the 
name of the owner, and interest may be paid to the persons of record 
on the corporation books. 

In the case of coupon bonds, coupons are clipped and collection 
is made on these through a bank or directly from the corporation or 
a trustee. In the case of registered bonds, the interest checks are 
mailed either by the corporation or by a trustee. When the trustee 
pays the interest, the corporation may make payments to the trustee 
for both sinking fund requirements and interest to be paid on bonds 
outstanding. 

When bonds are issued at a premium, this premium is applied as 
an offset to bond interest payments over the life of the bonds. The 
premium account is debited and interest expense is credited periodically 
for the part of the premium that is written off. When bonds are issued at 
a discount, the discount is added to bond interest payments over the 
life of the issue. Interest expense is debited and the discount is credited 
periodically for the part of the discount that is written off. As in the 
case of investments, either the straight-line or the compound-interest 
method may be used for amortization purposes. Use of the compound- 
interest method results in charging operations with the effective in¬ 
terest rate on the amount of cash actually received on the issue. Ex¬ 
pense is reported periodically at the effective rate, the difference be¬ 
tween this amount and the interest paid representing the adjustment 
to the premium or discount account. To illustrate the application of 
the straight-line and compound-interest methods of amortization, as¬ 
sume that 5-year bonds of $100,000, interest at 4 per cent payable semi- 
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annually, are sold at $95,625, or a price determined from bond tables 
to represent a rate of approximately 5 per cent. The following tabu¬ 
lations show the difference in results through use of the two methods: 


AMORTIZATION SCHEDULE — STRAIGHT-LINE METHOD 


Interest 

Payment 

A 

Interest 
Paid 
(2% OF 

FACE VALUE) 

B 

Interest 

Expense 

w 

Discount) 

C 

Discount 
Amortiza¬ 
tion (B-A) 

D 

Bond 

Discount 

(D-C) 

E 

Bond 

Carrying 

Value 

($100,000-D) 





4,375.00 

95,625.00 

1 

2,000 00 

2,437.50 

437.50 

8,937.50 

96,062.50 

2 

2,000.00 

2,437.50 

437.50 

3,500.00 

96,500.00 

8 

2,000.00 

2,437.50 

437.50 

3,062.50 

96,937.50 

4 

2,000.00 

2,437.50 

437.50 

2,625.00 

97,375.00 

5 

2,000.00 

2,437.50 

437.50 

2,187.50 

97,812.50 

6 

2,000.00 

2,437.50 

437.50 

1,750.00 

98,250.00 

7 

2,000.00 

2,437.50 

437.50 

1,312.50 

98,687.50 

8 

2,000.00 

2,437.50 

437.50 

875.00 

99,125.00 

9 

2,000.00 

2,437.50 

437.50 

437.50 

99,562.50 

10 

2,000.00 

2,437.50 

437.50 

— 

100,000.00 


AMORTIZATION SCHEDULE — COMPOUND-INTEREST METHOD 


Interest 

Payment 

A 

Interest 

Paid 
(2% OF 
face value) 

B 

Interest Expense 
( 2i% OP bond carrying 
value) 

c 

Discount 
Amortiza¬ 
tion (B - A) 

D 

Bond 

Discount 

(D-C) 

E 

Bond 

Carrying 

Value 

($100,000- 

D) 





4,375.00 

95,625.00 

1 

2,000.00 

2,390.63 (2j% of $95,625.00) 

390.63 

3,984.37 

96,015.63 

2 

2,000.00 

2,400.39 (2J% of $96,015.63) 

400.39 

3,583.98 

96,416.02 

3 

2,000.00 

2,410.40 (2}% of $96,416.02) 

410.40 

3,173.58 

96,826.42 

4 

2,000.00 

2,420.66 (2i% of $96,826.42) 

420.66 

2,752.92 

97,247.08 

5 

2,000.00 

2,431.18 (2 i% of $97,247.08) 

431.18 

2,321.74 

97,678.26 

6 

2,000.00 

2,441.96 (2 i % of $97,678.26) 

441.96 

1,879.78 

98,120.22 

7 

2,000.00 

2,453.01 {2J% of $98,120.22) 

453.01 

1,426.77 

98,573.23 

8 

2,000.00 

2,464.33 (2J% of $98,573.23) 

464.33 

962.44 

99,087.56 

9 

2,000.00 

2,475.94 (2i% of $99,037.56) 

475.94 

486.50 

99,513.50 

10 

2,000.00 

2,486.50 ($2,000+$486.50)> 

486.50 

— 

100,000.00 


The straight-line method is ordinarily used in practice, and use of 
this method is assumed in the remaining illustrations of this chapter. 


^2i% of $99,513.50 is $2,487.84. However, use of 5% when the effective rate was 
not exactly 6% has resulted in a small discrepancy that requires compensation upon 
recording the final interest payment. On the final payment the discount balance is 
closed, interest expense being increased by the balance in the discount account. 
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ACCOUNTING FOR When bonds are sold by a corporation after 
BONDS PAYABLE ^ interest date, the corporation makes a 

charge for interest from the date interest began to accrue on the bonds. 
Interest expense is credited for the interest included in the sales price; 
this reduces interest expense for the period to the actual expense to the 
company. The interest charge is to be distinguished from the premium 
or discount on the bonds, which is recorded separately at the time 
the bonds are issued. 

It is possible to make entries for the amortization of bond premium 
or discount (1) at the time of each interest payment or (2) only at the 
end of the company’s annual period. Normally, it will prove more 
convenient to record amortization for a full year at the end of each 
period, except for the first and last years when fractional parts of a year 
may be involved. The entries for issuance of bonds and the payment of 
interest are illustrated below. It is assumed that the bonds of the 
Capital Corporation are dated September 1, 1948, but these are not 
sold until December 1. The corporation adjusts and closes its books 


at the end of each calendar year. 

Transaction Entry 

December 1, 1948 

Sold $100,000 of 4i% bonds for $105,850, 
bonds maturing on September 1, 1958, 
10 years from date of issue. Interest is 
payable semiannually on March 1 and 
September 1. Sales proceeds were as 
follows: 

Bond sales price $105,850 

Accrued interest. Sept. 1- Dec. 1 1,125 

$106,975 

Cash 106,975 

Bonds Payable 100,000 

Premium on Bonds 

Payable 5,850 

Bond Interest Expense 1,125 

December 31, 1948 

(a) To record accrued interest for 4 
months, and (b) to amortize bond 
premiums applicable to current year. 
Amortization: bonds outstanding in cur¬ 
rent year, one month; total life of bond 
issue, 9J years or 117 months; current 
amortization, i}, of $5,850 = $50 (one 
month at $50). 

(a) Bond Interest Ex¬ 
pense 1,500 

Accrued Interest 

on Bonds Payable 1,500 

(b) Premium on Bonds 

Payable 50 

Bond Interest 

Expense 50 

January 1,1949 

To reverse 1948 accrued interest. 

Accrued Interest on 

Bonds Payable 1,500 

Bond Interest Ex¬ 
pense 1,500 

March 1, 1949 

Paid semiannual interest. 

Bond Interest Expense 2,250 

Cash 2,250 

September 1,1949 

Paid semiannual interest. 

Bond Interest Expense 2,250 

Cash 2,250 
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Transaction Entry 


December 31,1949 

(a) To record accrued interest for 4 

(a) Bond Interest Ex¬ 
pense 

1,500 


months, and (b) to amortize bond pre¬ 
mium applicable to current year, 

Accrued Interest 
on Bonds Payable 


1,500 

of $5,850, or $600 (or 12 months at $50 
a month, $600). 

(b) Premium on Bonds 
Payable 

Bond Interest 

Expense 

600 

600 


Entries similar to those for 1949 would be made each year until 
1958. On September 1,1958, when the last interest payment is made, 
the following entries are made: 


Transaction Entry 


September 1,1958 

(a) To record payment of semiannual 

(a) Bond Interest Ex¬ 
pense 

2,250 


interest and principal amount, and (b) 
to record amortization for the last 8- 

Bonds Payable 

100,000 


Cash 


102,250 

month period, y}y of $5,850, or $400 
(or 8 months at $50 a month, $400). 

(b) Premium on Bonds 
Payable 

Bond Interest 

Expense 

400 

400 


When bonds are reacquired by the issuing company prior to their 
maturity date, amortization on such bonds should be brought up to 
date. The difference between the amount paid and the face value of 
the bonds reacquired plus the premium or minus the discount relating 
to such bonds as of the purchase date represents an extraordinary 
gain or loss. When bonds are purchased and canceled, Bonds Payable 
may be debited. When bonds are held for possible future reissue, the 
account Treasury Bonds is usually debited. If treasury bonds are 
resold at a price other than face, a premium or a discount is recorded 
to be amortized over the remaining life of this group; any balance in 
the treasury bonds account at the maturity of the bond issue is closed 
into Bonds Payable at that time. The balance in Treasury Bonds is re¬ 
ported on the balance sheet as a subtraction from Bonds Payable. To 
illustrate the foregoing, assume that in the preceding example for the 
Capital Corporation, bonds of $10,000 were reacquired by the company 
on February 1, 1950. Entries in 1950 would be: 


Transaction 


Entry 


January 1, 1950 

To reverse 1949 accrued interest. 


Accrued Interest on 
Bonds Payable 1,500.00 

Bond Interest 
Expense 


1,600.00 
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Transaction Entry 


February 1, 1950 

(a) To record acquisition of bonds: 
amortization on bonds of $10,000 to date 
of purchase, of $585, or $5 (or 

of monthly amortization of $50, $5). 

(a) Premium on 

Bonds Payable 5.00 

Bond Interest 

Expense 5.00 

Payment of accrued interest. Sept. 1- 
Feb. 1, $10,000 at 4i% for 5 months. 

(b) Bond Interest 

Expense 187.50 

Cash 187.50 

(c) Gain on bond retirement: 

Bonds at face value $10,000*00 

Premium on bonds $585.00 

Less amortization to 
date of purchase: 

1948 $ 5 

1949 60 

1950 5 70.00 515.00 

Carrying value of bonds $10,515.00 

Amount paid on acquisition 

of bonds 9,850.00 

Net gain $ 665.00 

(c) Treasury Bonds 10,000.00 

Premium on 

Bonds Payable 515.00 

Cash 9,850.00 

Gain on Ac¬ 
quisition of 

Treasury Bonds 665.00 

March 1, 1950 

Paid interest on bonds, face value, 
$90,000, at 4^% for 6 months. 

Bond Interest Ex¬ 
pense 2,025.00 

Cash 2,025.00 

September 1, 1950 

Paid interest on bonds, face value, 
$90,000, at 4^% for 6 months. 

Bond Interest Ex¬ 
pense 2,025.00 

Cash 2,025.00 

December 31, 1950 

(a) To record accrued interest at 4i% for 

4 months on bonds, face value, $90,000, 
and (b) to amortize bond premium appli> 
cable to current year, yW of $5,265 
($5,850—$585), or $540 (or 12 months 
at $45, monthly amortization on bonds 
outstanding, $540). 

(a) Bond Interest 

Expense 1,350.00 

Accrued 

Interest on 

Bonds Payable 1,350,00 

! (b) Premium on 

Bonds Payable 540.00 

Bond Interest 

Expense 540.00 


BONDS PAYABLE IN Most bond issues are payable at the end of 

M>miRiTY DATE*^^*’* ^ Specified length of time. The borrowing 

corporation may agree to establish a sinking 
fimd for the retirement of bonds. As indicated in Chapter VIII, 
the fund may be used for the purchase of income-producing securities 
that are converted into cash upon bond maturity, or it may be used 
for the purchase of the company's own bonds. A borrowing; com¬ 
pany may also agree that, during the life of the bond issue, it will 




294 


INTERMEDIATE ACCOUNTING 


(Ch. 12 


not use as a basis for dividends all or a portion of the surplus avail¬ 
able at the time of the issue or becoming available through future 
earnings. Where surplus is so restricted, that portion which is unavail¬ 
able for dividends may be transferred to a surplus reserve account. 
Limitation of dividends until the time when bonds are paid off de¬ 
creases the possibility of loss to bondholders as a result of unfavor¬ 
able operations on the part of the corporation. 

SERIAL BONDS The foregoing discussion related to term bonds, 

or bonds with a single maturity date. In¬ 
stead of a single maturity date for an entire bond issue, provision may 
be made for the payment of bonds in installments on periodic due 
dates. Bonds with such a provision are called serial bonds. For example, 
a $500,000 bond issue may provide that stated bond blocks of $25,000 
are paid off at the end of each year for 20 years. This plan provides 
for the gradual amortization of the debt. If the bonds are issued to 
provide funds to purchase machinery, the life of which is 20 years, the 
depreciation of the machinery and the retirement of the bond obliga¬ 
tion would proceed concurrently. 

The issuance of serial bonds makes unnecessary the use of both the 
bond sinking fund and the surplus reserve described in the previous 
section. When a sinking fund cannot produce income at a rate equiva¬ 
lent to that paid on the bond issue, serial bonds are advantageous to 
the issuing corporation. Here funds are applied directly to the retire¬ 
ment of debt, which cancels the interest charges relating to a portion 
of the debt. Such bonds may be less desirable to the investor because 
of the varying maturity dates, however, and thus the sales price may 
be affected. 


AMORTIZATION BY When serial bonds are issued, the amounts 
^THO^^^*^^^***^** discount or premium to be written off 

periodically may be determined by the rela¬ 
tive bonds outstanding during each fiscal period.’ As the loan balance 
goes down, the amortization amounts are decreased proportionately. 
To illustrate, assume that bonds of $100,000, dated January 1, 1948, 
are issued on January 1,1948, for $106,600. Bonds of $10,000 mature 
at the end of each year. The bonds bear 6 per cent interest payable 


^Determination of the exact price to be paid for serial bonds when the effective 
rate differs from the nominal rate requires the use of compound-interest tables. When 
the effective rate is known, amortization on a compound-interest basis may be em¬ 
ployed similar to that illustrated for term bonds earlier in the chapter. The bonds- 
outstanding method discussed here is straight-line amortization as applied to bonds 
with var3dng maturity dates. 
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January 1 and July 1. The company’s fiscal year ends on December 
31, the fiscal period and the bond year coinciding. 

A table showing the amount of premium to be amortized each 
year follows: 


AMORTIZATION SCHEDULE — BONDS-OUTSTANDING METHOD 


Year 

Bonds Out¬ 
standing 

Fraction op 
Premium to 

BE Amortized 

Amount op 
Premium 

Premium to be 
Amortized 
Each Year 

1948 

$100,000 


$6,600 

$1,200 

1949 

90,000 

ih 

6,600 

1,080 

1950 

80,000 

A 

6,600 

960 

1951 

70,000 

T^ir 

6,600 

840 

1952 

60,000 

A 

6,600 

720 

1953 

50,000 

A 

6,600 

600 

1954 

40,000 


6,600 

480 

1955 

30,000 

iftr 

6,600 

360 

1956 

20,000 


6,600 

240 

1957 

10,000 

isV 

6,600 

120 


$550,000 



$6,600 


The amount of the premium to be amortized annually is found by 
applying a fraction whose numerator is the number of bond dollars out¬ 
standing in that year and whose denominator is the total number of 
bond dollars outstanding for the life of the issue. As bonds are retired, 
the premium amortization is correspondingly reduced. For 1948 the 
amortization is calculated as follows: 

100,000 (bond dollars outstanding, 1948) _ nr v Itfi RftO = 1!1 900 

660,000 (total bond dollars outstanding, 1948-1967) ^ 

Retirement of Serial Bonds before Maturity. When serial bonds are 
retired prior to their maturity date, it is necessary to cancel the pre¬ 
mium or discount identified with the part of the bond issue that is 
retired. For example, assume in the foregoing illustration that on 
May 1,1949, bond series due on January 1,1952, and January 1,1953, 
are retired at 99 plus accrued interest. The entry to record the retire¬ 


ment is: 

Bonds Payable.20,000 

Premium on Bonds Payable. 760 

Bond Interest Expense. 400 

Cash. 20,200 

Gain on Retirement of Bonds. 960 


The premium balance is reduced by the unamortized premium on 
the bonds from the date of retirement to the respective maturity dates 
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of the series retired. The premium for the period January 1 to May 1, 
1949, affects the interest cost for the period and will be written off as 
an adjustment to the expense at the end of the period. The balance 
of the premium relating to the retirement that is to be written off is 
calculated as follows: 


Premium identified with 1949: 


Premium identified with 1950: 


Premium identified with 1951: 


Premium identified with 1952: 


20,000 
90,000 ^ 


$1,080 X ^ = $160 


20,000 

80,000 

20,000 

70,000 

10,000 

60,000 


X 

960 

= 240 

X 

. 840 

= 240 

X 

720 

= 120 


$760 


Bonds, carrying value $20,760 on date of purchase, are retired at 
a cost of $19,800, resulting in a gain of $960. The cash disbursement 
includes interest on bonds of $20,000 for a 4-month period at 6 per cent. 

An adjusted schedule for the amortization of bond premium is pre¬ 
pared as follows: 

ADJUSTED SCHEDULE FOR THE BALANCE 

OF PREMIUM TO BE AMORTIZED 


Premium to be 


Balance of 


Amortized 

Premium 

Premium to be 

Year 

Each Year 

Canceled 

Amortized 


Per Original 
Schedule 

On May 1, 1949 

Each Year 

1948 

$1,200 


$1,200 

1949 

1,080 

$160 

920 

1950 

960 

240 

720 

1951 

840 

240 

600 

1952 

720 

120 

600 

1953 

600 


600 

1954 

480 


480 

1955 

360 


360 

1956 

240 


240 

1957 

120 


120 


$6,600 

$760 

$5,840 


Bonds-Outstanding Method When Bond Year and Fiscal Year Do 
Not Coincide. When serial bond retirement dates do not agree with the 
company’s fiscal year, the amortization schedule must provide for 
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amortization other than for full annual periods. To illustrate, assume 
$100,000 of 10-year 5 per cent serial bonds, dated March 1,1949, are 
sold on May 1,1949, at a premium of $3,200. The premium would be 
amortized over 118 months. An amortization schedule would be pre¬ 
pared as follows: 

AMORTIZATION SCHEDULE WHEN BOND YEAR AND 
FISCAL YEAR DO NOT AGREE 


Year 

Bonds 

Out¬ 

standing 


Months 

Out¬ 

standing 



Fraction of Premium 

Bond- Premium Amount To Be 
Month To Be of Amortized 

Dollars Amortized Premium Each Year 

1949 

$100,000 

X 

8 

= 


$ 800,000 

8 0 

TTff 

$3,200 

$ 400 

1950 

/lOO.OOO 

X 

2 

= 

200,000^ 

i 1,100,000 


3,200 

550 


1 90,000 

X 

10 

= 

900,000, 

I 




1951 

( 90,000 

X 

2 

= 

180,000' 

i 980,000 

98 

3,200 

490 


1 80,000 

X 

10 


800,000; 

1 




1952 

1 80,000 

X 

2 


160,0001 

^ 860,000 

R 6 
ffTff 

3,200 

430 


1 70,000 

X 

10 

= 

700,000j 





1953 

1 70,000 

X 

2 

= 

140,000' 

i 740,000 


3,200 

370 


1 60,000 

X 

10 


600,000J 

1 




1954 

f 60,000 

X 

2 

= 

120,0001 

620,000 


3,200 

310 


\ 50,000 

X 

10 


500,000J 





1955 

/ 50,000 

X 

2 

= 

100,0001 

500,000 

50 

irnT 

3,200 

250 


1 40,000 

X 

10 

= 

400,000] 


t> 4 U 



1956 

/ 40,000 

X 

2 


80,000l 

. 380,000 

/A 

3,200 

190 


[ 30,000 

X 

10 

= 

300,000] 





1957 

[ 30,000 

X 

2 

= 

60,0001 

. 260,000 

/A 

3,200 

130 


\ 20,000 

X 

10 

= 

200,000 ] 





1958 

1 20,000 

X 

2 

= 

40,000] 

140,000 

14 

^ 4 0 

3,200 

70 


\ 10,000 

X 

10 

= 

100,000] 





1959 

10,000 

X 

2 

= 

20,000 

20,000 


3,200 

10 




118 



$6,400,000 

m 


$3,200 


CALLABLE BONDS Bond issues with a single maturity date as 
well as those with serial maturities may be 
subject to redemption before the maturity dates at the option of the 
corporation. Bonds issued with such a provision are known as callable 
bonds. Like the provision for installment payments in the serial bonds, 
this is a feature favoring the issuer. It makes possible relief from the 
bond interest rate if the market rate should go down. Callable bonds 
usually provide for a premium when called. This premium is compensa- 
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tion to the holder for having to reinvest his funds. For example, the 
bond indenture may provide that the bonds are callable at 105. This 
means that if the bonds are paid before the specified maturity date, 
the payment must include a 5 per cent premium. This is treated as 
an extraordinary loss. With callable bonds, the issuing corporation 
may call all or part of the bond issue. Assuming that bonds of $50,000 
originally issued at face value are called at 105 and retired, the entry 
would be: 


Bonds Payable. $50,000 

Premium on Bonds Called. 2,600 

Cash. $52,500 


CONVERTIBLE BONDS Bonds that may be converted into stock at 

the option of the bondholder are known as 
convertible bonds. The conversion privilege makes the bonds attractive 
to buyers. Usually it is provided that conversion may take place only 
within a stated period and under certain specified conditions. 

If operations of the corporation issuing the bonds are successful, 
the bondholder may participate in this success by exchanging his bonds 
for stock; if activities are not successful, the bondholder will not ex¬ 
ercise the conversion privilege but will continue to hold the bonds and 
to receive interest as a creditor of the corporation. For example, a 
corporation may issue $1,000,000 of 5 per cent bonds that are con¬ 
vertible at the option of a stockholder into 6 per cent preferred stock 
within a 5-year period. If during this period the profits of the cor¬ 
poration seem to assure payment of the dividend rate on preferred 
stock, a number of bondholders may choose to exercise the conversion 
option. 

ACCOUNTING When a bondholder elects to exchange his 

FOB CONVERSION holdings into stock, the nature of the ex¬ 

change must be analyzed in recording the transaction. To illustrate, 
assume that a $100,000,10-year, 4 per cent bond issue dated January 
1,1949, is sold for $94,000 on that date. The interest is due on Janu¬ 
ary 1 and July 1. The conditions of conversion provide that for 5 
years after date of issue a $1,000 bond may be exchanged for 20 shares 
of common stock with a par value of $25 a share. Any accrued interest 
is to be paid by the corporation on the date of conversion. Assume 
that on April 1, 1953, a bondholder who owns ten $1,000 bonds con¬ 
verts these into stock. Entries may be made as follows: 


Bond Interest Expense. 116 

Discount on Bonds Payable. 15 

Cash. 100 
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Bonds Payable. 10,000 

Discount on Bonds Payable. 346 

Common Stock. 6,000 

Premium on Common Stock. 4,666 


The first entry records the payment of interest for 3 months on 
$10,000 at 4 per cent, or $100, plus amortization of the discount, which 
is $60 a year on bonds of $10,000 or $15 for the quarter. The second 
entry reports the exchange of bonds for stock, the carrying value of 
the bonds on the date of the exchange being regarded as the consider¬ 
ation received for the stock. Carrying value of the bonds on April 1, 
1953, and the premium relating to the issuance of common stock are 


computed as follows: 

Bonds at face value. $10,000 

Discount on bonds at issuance. $600 

Less amortization to date of sale: 

4J years at $60 per year. 265 345 

Carrying value of bonds. $ 9,655 

Par value of stock given in exchange. 5,000 

Premium received on stock given in exchange. $ 4,656 


REFUNDING A When it is desired to retire bonds outstanding 

BOND ISSUE Qj. ijonds become due, a corporation 

may obtain funds for payment of the existing bonds by issuing new 
bonds. This procedure is called bond refunding. Assume that a corpora¬ 
tion has outstanding $1,000,000 of 6 per cent bonds that are callable at 
105. If these bonds have 10 years to run and the current market in¬ 
terest rate is only 4 per cent, it is advantageous for the corporation to 
retire the old issue with the proceeds from a new 4 per cent issue, even 
though a premium is involved in calling the old bonds. 

If refunding takes place before the maturity date of an old issue, 
the problem arises as to what is to be done with any unamortized dis¬ 
count on the issue being canceled as well as with any premium that 
may have to be paid in calling the old issue. 

There are three methods that may be employed in accounting for 
the unamortized discount and the call premium on the old issue: 

(1) These items may be considered an extraordinary loss as of the 
date that the bonds are canceled, being reported in a loss account or 
as a direct charge to earned surplus, whichever may be appropriate. 

(2) These items may be treated as a deferred charge and amortized 
over the remaining life of the original issue. 

(3) These items may be treated as a deferred charge and amortized 
over the life of the new bond issue- 
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To illustrate, assume that a corporation retires a 6 per cent. 
$250,000 bond issue that has 4 years of life remaining from the date 
of refunding. Interest has been paid to the date of refunding and amor¬ 
tization of discount has been entered, leaving a balance in the discount 
account of $6,000. The bonds are callable at this time at 102. Bonds 
of $250,000, due in 10 years and providing for interest at 4 per cent 
are sold at 98. Any difference in cash is paid from the company’s 
general funds. If the most conservative approach is to be taken in 
accounting for the refunding operation, bond discount and call pre¬ 
mium on the old issue would be considered costs of terminating the 
old contract and the following entries would be made: 


Bonds Payable. 250,000 

Loss on Bond Refunding. 11,000 

Discount on Bonds Payable. 6,000 

Cash. 255,000 


To record redemption of bonds of $250,000, 
book value $244,000, at 102. 

Cash. 

Discount^on Bonds Payable. 

Bonds Payable. 

To record sale of 4% bonds of $250,000, due 
in 10 years, at 98. 

If the unamortized discount and call premium on the old issue are 
to be considered a cost of the new issue, these are added to the dis¬ 
count on the new issue and written off against income of subsequent 
periods. For income tax purposes the unamortized discount and call 
premium on the retirement of bonds are deductible in the period of 
bond retirement. 

DEFERRED CREDITS Amounts received for goods, services, or 

benefits to be rendered in future periods are 
reported as liabilities until costs relating to such contracts have been 
recognized and the amounts advanced can be considered earned. 
Among items properly reportable under the noncurrent deferred credit 
heading on the balance sheet are amounts received in advance on lease¬ 
holds, advances on long-term construction contracts, premiums re¬ 
ceived on long-term service and insurance contracts, and deferred 
profits on installment sales. Short-term deferred income items—such 
as rent, subscriptions, and liabilities arising from coupons, stamps, 
and purchase orders outstanding redeemable in merchandise or serv¬ 
ices—are sometimes included under the deferred credit caption, although 
these may be reported appropriately as current liabilities in view of 


245,000 

5,000 

250,000 
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the claims they will make upon current assets in the fulfillment of 
contract commitments. A detailed discussion of accounting for de¬ 
ferred income items was presented in Chapter II. 

ESTIMATED When the amount of a liability cannot be 

LIABILITIES definitely measured, the term "reserve” is 

frequently used in the liability account title. This practice is not to 
be recommended, for the term “reserve” on the balance sheet is then 
used to designate estimated liabilities as well as asset valuation items 
and appropriated surplus. 

Liabilities requiring estimates are of both short-term and long-term 
characters. The settlement period of the item determines its classi¬ 
fication for balance sheet purposes. Estimated liabilities requiring 
payment within a short term should be reported under the current 
liability heading. The following are representative of short-term 
estimated liabilities that are frequently found on financial statements; 

Reserves for Taxes, which report the estimated income and other taxes 
to be paid when these are not exactly determinable on the balance 
sheet date. 

Reserves for Prizes or Premiums, which report the estimated value of 
prizes or premiums that are to be distributed as a result of past sales 
or sales promotion activities. 

Guarantees or Service Reserves, which report the estimated future claims 
as a result of past guarantees or service commitments. 

Reserves for Outstanding Tokens, Tickets, Purchase Orders, which report 
the obligations in merchandise or services arising from the receipt 
of cash in the past. 

Although these items are given above with the reserve titles that 
are usually employed, each could be reported under an account title 
that would express precisely the liability character of the item. 

In the case of each item it is assumed that it is knowm that there 
will be a near-term demand upon current assets for satisfaction of the 
item, although the amount involved is not definitely determinable. 
Failure to report these items under the current liability heading will 
result in a misstatement of the current position of the business. 

Estimated liabilities not to be satisfied in the near term are properly 
shown under some noncurrent liability heading. Estimated liabilities 
of a long-term character include: 

Reserves for Pensions, which report the estimated future payments to 
employees for pensions as a result of company pension and retire¬ 
ment policies. 

Reserves for Deposits, which represent the total prepayments or depddts 
of a relatively permanent nature for services, containers, etc. 
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Where, in reading a balance sheet, a separate "Reserves” heading 
is found in the liability section of the statement, it is important to 
determine whether satisfactory practice has been followed with respect 
to presentation of items under such a heading. When this classifica¬ 
tion is used, it should designate only long-term estimated liabilities. 
However, sometimes such diverse items as asset reserves, short and 
long-term liabilities, and surplus reserves are found under this head¬ 
ing. Where such practice is encountered, special attention must be 
directed to the individual items within this category in the appraisal 
of the balance sheet position. Special investigation is necessary when 
in a reserves section on the balance sheet are found such items as 
“Miscellaneous Reserves,” “Special Reserves,” “Contingency Re¬ 
serves,” and “General Reserves.” Such titles offer no information 
as to the real nature of the account balance. 

CONTINGENT Contingent liabilities represent liabilities that 

LIABILITIES 2^j.jgg gg g result of certain past activities 

or current conditions. While at the date of the balance sheet there is 
no legal liability, some reference must be made to the possibility of 
such claims materializing in the future if the company’s financial con¬ 
dition is to be fully shown. If a contingent liability should become 
an actual liability, it is recognized in the accounts as such at the later 
date, and an asset account, loss account, or Earned Surplus, whichever 
is appropriate, is debited. 

Among the contingent liabilities that require recognition on the 
balance sheet may be included those arising in connection with the 
discounting of customers notes and accounts, taxes and other charges 
in dispute, merchandise and equipment purchase commitments, con¬ 
tingency and cancellation clauses in leases and other contracts, pend¬ 
ing lawsuits, and accommodation endorsements. 

The contingent liability is generally reported on the balance sheet 
by means of (1) a parenthetical remark, (2) a footnote, or (3) a descrip¬ 
tion under a special contingent liabilities heading. When the third 
method is used and amounts are indicated, the amounts are reported 
“short,” that is, they are not included in the totals on the liability side 
since they have not been established as liabilities on the balance sheet 
date. 

To illustrate the use of these methods, assume that a company 
with notes of $40,000 has had notes of $25,000 discounted as of the 
balance sheet date. If Notes Receivable Discoxmted is credited when 
notes are discounted, the subtraction of this item from notes receivable 
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on the balance sheet reveals the existence of the contingent liability 
and no other reference is required. If the notes receivable discounted 
balance is not reported, however, information is directed to the existing 
contingent liability through one of the following methods. 

(1) Recognition by means of a parenthetical remark: 

Notes Receivable (the company is contingently liable on 
notes of $25,000 that have been discounted) 16,000 

(2) Recognition by means of a footnote: 

Notes Receivable* 15,000 


•The company is contingently liable on customers* notes of $25,00U that have been 
discounted. 

(3) Recognition by means of a description under a separate heading: 

Current Liabilities: 

Accounts Payable 60,000 

Long-Term Debt: 

Bonds Payable 100,000 

Contingent Liabilities: 

Notes Receivable 
Discounted 25,000 


Total Liabilities 160,000 

In the case of contingent liabilities involving substantial amounts, 
the management may authorize an appropriation of earned surplus 
in anticipation of a loss. Such surplus may be designated as a reserve 
for contingencies. It should be reported as a part of net worth so long 
as the liability involved is only of a contingent nature. 

LIABILITIES ON THE Assets should not be offset against liabilities 
sncci sheet purposes even where there 

may be some relationship existing between items. Thus buildings are 
reported as an asset and a mortgage against buildings as a liability; 
a bond sinking fund is reported as an asset and the bonds as a liability; 
accounts payable are reported as liabilities, while creditors’ accounts 
with temporary debit balances are reported in the asset section; a 
balance in a bank is reported as an asset, while an overdraft with 
another bank is separately reported as a liability. 

When certain assets are pledged as security on an obligation^ this 
information should be indicated on the balance sheet. A remark may 


Current Assets: 


Notes Receivable 


16,000 
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be made parenthetically after the asset item stating the liability that 
it secures, or after the liability making reference to the asset that is 
pledged. 

Liabilities appearing on a balance sheet prepared as of December 31, 
1949, are shown below: 

LIABILITIES 

Current Liabilities: 

Trade Creditors: 

Notes. 15,000 

Accounts. 30,000 45,000 


Notes Payable to First National Bank (securi¬ 
ties valued at $38,000 are pledged on claim - - 

see contra). 24,500 

Dividends Payable. 15,000 

Estimated Federal Income Taxes for Taxable 

Year, 1949. 12,500 

Serial Debentures due May 1,1950. 20,000 

Accruals: 

Salaries and Wages. 1,400 

General and Social Security Taxes. 3,600 

Interest. 1,250 

Miscellaneous. 1,750 8,000 


Customers Accounts with Credit Balances. 10,000 135,000 


Long-Term Debt; 

20-year 3% First Mortgage Bonds, due Janu¬ 
ary 1, 1965. 200,000 

Less Unissued and Treasury Bonds. 40,000 160,000 


Serial 2^%-3% Debentures, due May 1, 1951- 

May 1,1956 inclusive. 120,000 

Purchase Obligations payable 1951 to 1956.... 55,000 335,000 


Deferred Credits: 

Customer Advances on Contracts for Service 
Extending until 1955. 50,000 

Estimated Retirement Benefits and Pensions Pay¬ 
able. 120,000 

Contingent Liabilities: 

Lawsuits of $20,000 are pending, which in the 
opinion of the officers and general counsel of the 
company will not result in any material liability. 


Total Liabilities... 640,000 
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QUESTIONS 

1. Distinguish between current and fixed liabilities. What subdivisions 
may be made for fixed liabilities? 

2. During the first quarter of 1949 the Monarch Retail Company sold 
merchandise on account for $38,500, to which was added sales tax totaling 
$1,150. The total cash sales were $27,833, on which sales tax collections 
were $858. What entries would be made (a) to record the sales and (b) to 
adjust the sales tax liability account to 3% of sales at the end of the 
quarter? 

3. Richard Rice, public accountant, has four employees. The weekly 
payroll is $400. Give the entries to record payment of the salaries if: (1) 
the employer is responsible for remitting 2% quarterly to the Federal 
Government for old-age benefits, 1% being deducted from employees’ 
salaries and 1% representing the employer’s contribution; (2) the em¬ 
ployer is responsible for remitting a total of 3.7% to the State of Cali¬ 
fornia quarterly, 1% being deducted from employees’ salaries and 2.7% 
representing the employer’s contribution; and (3) income tax withholding 
is calculated at $60. 

4. The Majestic Co. has issued 10,000 shares of common stock, par $100. 
The company requires additional working capital and finds that it can 
sell 2,000 additional shares of common at $100 or can float a $200,000 bond 
issue at par with an interest rate of 4%. Earnings of the company before 
income taxes have been $50,000 annually, and it is expected that these 
will increase 20% (before additional interest charges) as a result of the 
additional funds. Assuming that the income tax rate is estimated at 30%, 
which method of financing would you recommend as an original common 
stockholder? 'Why? 

5. (a) Describe the following account balances, and (b) indicate how 
these would appear on the financial statements: 

(1) Bonds Payable Authorized 

(2) Premium on Bonds Payable 

(3) Unissued Bonds Payable 

(4) Bonds Payable Subscribed 

6. The Springer Co. has been authorized to issue $600,(X)0 of 4% first 
mortgage bonds. Bonds of $400,000 were sold and bonds of $50,000 were 
subsequently reacquired for sinking fund purposes. Unissued bonds of 
$200,000 have been pledged as collateral upon the issuance of short-term 
notes to a bank. What information would appear on the balance sheet as 
a result of the foregoing? 

7. Is it more practical to amortize discount or premium on bohiis at 
each interest date or at the end of the fiscal period? Explain. 
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8. Give two methods for reporting bond discount on the balance sheet. 
Which do you prefer? Why? 

9. The Clark Corporation issues bonds of $100,000 at 98 plus accrued 
interest on July 1,1949. Interest at 4% is payable semiannually on March 
1 and September 1, and the bonds mature on March 1, 1959. What 
entries are required to record (a) the issuance of the bonds on July 1, 
1949, (b) the interest payment on September 1,1949, and (c) the accrued 
interest on December 31, 1949? 

10. (a) The Taft Corporation issues $100,000 of 3^% debenture bonds 
on a basis to yield 3.2%, receiving $102,550. Interest is payable semi¬ 
annually and the bonds mature in 10 years. What entries would be made 
for the first two interest payments, assuming premium amortization on 
interest dates by (1) the straight-line method and (2) the compound- 
interest method? 

(b) If the sale is made on a 4% basis, $95,912 being received, what 
entries would be made for the first two interest payments, assuming 
discount amortization on interest dates by (1) the straight-line method 
and (2) the compound-interest method? 

11. On December 1, 1947, the Miller Company issues 10-year bonds of 
$100,000 at 102. Interest is payable on December 1 and June 1 at 6%. 
On April 1, 1949, the Miller Company retires 10 of its own $1,000 bonds 
at 99 plus accrued interest. What entries are made to record (a) the is¬ 
suance of the bonds, (b) the interest payments in 1948, (c) the retirement 
of bonds in 1949, and (d) the interest payments in 1949? 

12. On December 31, 1949, the end of a fiscal year, the ledger for A.P. 
Jones, Inc. shows the following: 


10-Year 41 Bonds Payable 


July 1, 1948 

105,000 

Jan. 1, 1947 

500,000 


Discount on Bonds Payable 


Jan. 1, 1947 

10,000 



Interest on bonds is payable semiannually on January 1 and July 1. 
Discount amortization had never been recorded. Retirement of bonds of 
$100,000 on July 1,1948, at a call premium of 5% was recorded by charg¬ 
ing the bonds account for the retirement cost. Give whatever correcting 
entries are necessary on December 31, 1949, as well as the adjustment 
for accrued interest on this date. 
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13. On January 1, Palmer and Boyd, Inc. issues $1,000,000 of 5% notes. 
Notes amounting to $200,000 are to be redeemed annually, the first re¬ 
demption to be made at the end of the sixth year. The notes are sold at 
96. Interest is payable annually. Set up a table showing the amortization 
of the discount. What entries would be made to record the interest pay¬ 
ments (a) at the end of the first year, (b) at the end of the sixth year, (c) 
at the end of the seventh year? 

14. On January 1, 1943, Jackson, Inc. sells $100,000 of 6% debenture 
serial bonds at 90. Bonds of $20,000 are redeemable at annual intervals, 
the first redemption to be made on January 1, 1949. Interest checks are 
mailed semiannually on June 30 and December 31. Amortization entries 
are made at the end of each year. Bonds are callable prior to their serial 
maturity dates at 102. Give the journal entries for interest and retire¬ 
ment, assuming that all outstanding bonds are called in and retired on 
December 31, 1949. 

15. Mr. Gray is a holder of $10,000 of 10-year convertible bonds of the 
Clark Corporation that were issued by the company at 101. He has the 
option of converting each $1,000 bond into 10 shares of common stock, 
par value $100. The bond rate is 3% payable semiannually. The op¬ 
tion is exercised by Mr. Gray 2§ years after the issuance of the bonds, 
(a) What entries are required on the books of Gray and on the books of the 
corporation to record the exchange? (b) If stock had a market value of 
$120 per share at the time of exchange, would your answers be any dif¬ 
ferent? Discuss. 

16. What is meant by refunding a bond issue and why does that occur? 

17. The Williams Company calls in a $200,000, 4% bond issue that is 
not due for 4 years and on which there is unamortized bond discount of 
$3,200 on this date. The call price is 105. It then issues 3% bonds of 
$250,000, which are sold at 99. (a) What methods are available for the 
disposition of the unamortized discount and the call premium on the issue 
that is being refunded? (b) What entries would be made in each case? 
(c) What method would you recommend? 

18. Distinguish between deferred credits and liability reserves. 

19. List three short-term estimated liabilities and three long-term es¬ 
timated liabilities. How would you recommend that these items be re¬ 
ported on the balance sheet? 

20. Name five contingent liabilities. Give three methods for reporting 
these on the balance sheet. Name a contingent liability that, upon be¬ 
coming a real liability, will require (1) a debit to an asset account, (2) a 
debit to a loss account or earned surplus. 
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21. Where would each of the following items be reported on the balance 
sheet: 

(a) Bank overdraft. 

(b) Merchandise purchased f.o.b. shipping point, in transit, but on which 
no invoice has been received. 

(c) Cash dividends declared. 

(d) Dividends in arrears on preferred stock. 

(e) Estimated income taxes. 

(f) Insurance premiums received in advance for 5-year period. 

(g) Stamps that were issued and are redeemable for certain premiums. 

(h) Deposits in connection with meter installations. 

(i) Personal injury claims pending. 

(j) Notes receivable discounted. 

(k) Current maturities of serial bond issue. 

(l) Customer accounts with credit balances. 

(m) Purchase money obligation maturing in five annual installments, 

(n) Customer purchase certificates sold but not yet redeemed. 

(o) Service guarantees on equipment sales. 

(p) Treasury bonds given to a bank as security on a bank loan. 


PROBLEMS 

1. The Lockwood Corporation receives permission as of January 1,1949, 
to issue 4% bonds of $2,500,000 maturing on January 1,1959. Bonds are 
dated January 1, 1949, with interest payable semiannually on January 1 
and July 1. Bonds are callable at 102 plus accrued interest at any time 
after January 1, 1954. 

On March 1, 1949, the corporation sells bonds of $1,500,000 at 102 
plus accrued interest. Checks for interest are placed in the mail on June 
30, 1949. The balance of the authorized issue is sold for cash on October 
1, 1949, at 99 plus accrued interest. 

The corporation's annual fiscal period ends on November 30. Interest 
on bonds is accrued to this date, and bond amortization entries for the 
past fiscal year are recorded at this time. 

Interest checks are mailed on December 31, 1949. 

Instructions: (1) Give all of the journal entries relating to the bonds that 
would appear on the books for the year 1949. (The straight-line method is 
used for amortization; authorized and unissued accounts are not set up.) 

(2) Give the journal entries to record the payment of interest and the 
retirement of bonds, assuming that the bonds are called in on July 1, 1954. 


2. The Murphy Sales Co. is authorized to issue $1,000,000 of 6% deben¬ 
tures on April 1,1943. Interest on the bonds is to be payable semiannually 
on April 1 and October 1. Bonds mature on April 1, 1953, but may be 
called at 101^ on any interest date after 5 years from date of issue. 

The entire issue is sold on April 1, 1943, at 96^, less costs of $15,000 
involved on the issue. Cash deposits are made periodically to a sinking 
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fund for the purpose of retiring bonds. Bonds are purchased on the open 
market from the sinking fund and are retired as follows: 

June 1, 1945. $100,000 at 98 plus accrued interest. 

November 1, 1946. $150,000 at 99t plus accrued interest. 

On April 1,1948, bonds of $250,000 were called in, and the remaining 
bonds were retired at maturity. The fiscal period is the calendar year. 

Instructions: (1) Give the journal entries, including any adjustments, 
relating to the issuance of bonds and interest on the obligation that are re¬ 
quired for the year 1943. 

(2) Prepare a table with columnar headings as shown below. Show for 
each calendar year over the life of the bond issue the information as listed. 


Year 

Bond Interest 

Bond Retirement 

Balance Sheet 
Balances 

Ex¬ 

pense 

BEFORE 

Amor¬ 

tization 

Dis¬ 

count 

Amor¬ 

tiza¬ 

tion 

Total 
Inter¬ 
est Ex¬ 
pense 

Amount 

Paid 

Reduc¬ 
tion IN 
Dis¬ 
count 

Reduc¬ 
tion in 
Bonds 
Payable 
Account 

Loss on 
Bond 
Retire¬ 
ment 

Balance 
OF Dis¬ 
count 
Account 

Balance 
OF Bonds 
Payable 
Account 












3. The Dewey Company issued 5% bonds of $1,000,000 at 102^ plus 
accrued interest on April 1, 1949. The bond issue is dated January 1, 
1949; interest is payable semiannually on January 1 and July 1. On 
January 1 of each year for ten years, beginning January 1, 1950, bonds 
of $100,000 mature and are paid. The company's fiscal period is the calen¬ 
dar year. 

Instructions: Give all of the required journal entries relating to the bond 
issue in 1949 and 1950. Assume that: bond premium amortization is re¬ 
corded only at the end of each year; bonds authorized and unissued accounts 
are not used; checks are issued on December 31 for all payments due January 1. 


4. The Harrison Company issued 5% serial bonds of $1,000,000 dated 
January 1,1949. The interest is payable semiannually on January 1 and 
July 1. The bonds provide that four annual redemptions of $100,000 
are to be made, the first to be made on January 1, 1951; redemptions of 
$200,000 are to be made at the end of each of the next three years. The 
company's fiscal period is the calendar year. 

Instructions: (1) Prepare a table showing the amount of bond discount 
to be amortized each year by the bonds-outstanding method, assuming the 
bonds are issued on January 1,1949, at 96. 

(2) Prepare a table showing the bond discount amortization if the bonds 
are issued on April 1, 1949, at 96 plus accrued interest. 

(3) Assuming bonds are issued on April 1, 1949, give the journal entries 
for the issuance of the bonds, the first semiannual interest payment, the 
second semiannual interest payment, and the amortization of discount for 
the year 1949. 
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5. The Belmont Corporation plans to issue 6%, 10-year bonds that are 
convertible into common stock within 5 years at the option of the bond¬ 
holders. Each $1,000 bond may be exchanged for 30 shares of stock, par 
value $25, plus any accrued interest. Interest on bonds is payable on 
March 1 and September 1. Accrued interest is to be paid when the bonds 
are converted. The corporation’s fiscal period is the calendar year. 

Bonds of $1,000,000 are authorized and printed, and are dated March 
1, 1948. The bonds authorized are recorded in the accounts. The issue 
does not take place, however, until May 1,1948, when bonds are disposed 
of at 102 plus accrued interest. 

On August 1,1949, holders of bonds of $200,000 elect to convert their 
holdings into stock; remaining bonds are converted into stock on Septem¬ 
ber 1,1950. 

Instructions: Give all of the necessary journal entries relating to the 
bond issue during the period 1948 to 1950, including any adjustments and 
reversing entries that may be required periodically. Assume straight-line 
amortization and the use of bonds unissued and bonds authorized accounts. 


6, In inspecting the records of the Parker Co., you find that 4^% First 
Mortgage Serial Bonds were authorized and dated July 1, 1946, with 
interest payable semiannually. The issue was sold on October 1, 1946, 
at 99, plus accrued interest, $1,125, and less costs on the issue of $1,625. 
Bonds of $10,000 mature at annual intervals; the first maturity date is 
July 1, 1947. Bonds are callable on any interest payment date. On 
January 1, 1949, the company called in the 1951 maturities at 102. The 
company has maintained a single account for the bond issue, and on 
December 31,1949, the close of an annual fiscal period, this account shows 
a balance of $58,300 and appears as follows: 


Mortgage Bonds 


July 1,1947 Retirement of 1947 

maturities 10,000 

July 1,1948 Retirement of 1948 

maturities 10,000 


Oct. 1,1946 Proceeds from 
sale of 
bonds 


Jan. 1,1949 Retirement of 1951 

maturities 10,200 


July 1,1949 Retirement of 1949 

maturities 10,000 


98,500 


Instructions: (1) Give whatever correcting journal entries are necessary 
as of December 31, 1949. (Assume that the books for 1949 have not been 
closed. Give any schedules that may be required in developing entry totals.) 

(2) What account balances and amounts relating to the bond issue would 
appear on the balance sheet as of December 31, 1949, and on the statement 
of profit and loss for the year ending December 31, 1949? 
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7. The trial balance of the Barnes Corporation on December 31,1949, 
before adjustments, is as follows: 



Dr. 

Cr. 

Cash. 


1,800 

Notes Receivable. 

15,000 


Accounts Receivable. 

42,000 


Merchandise Inventory, January 1, 1949. 

31,000 


Fixtures. 

12,000 


Buildings.. 

50,000 


Reserve for Depreciation of Buildings. 


6,000 

Land. 

30,000 


Selling Supplies. 

600 


Prepaid Insurance. 

650 


Accounts Payable. 


12,750 

Payroll Taxes Payable. 


210 

Withholding Taxes Payable. 


250 

6% Mortgage Payable. 


12,000 

6% Bonds Payable (due 1962). 


20,000 

7% Preferred Stock. 


50,000 

Common Stock. 


50,000 

Surplus, January 1, 1949. 


5,065 

Sales. 


164,000 

Rental Income. 


6,000 

Purchases. 

95,000 


Selling Expense. 

28,000 


General Expense. 

24,000 


Sales Discount. 

1,050 


Interest Expense. 

1,000 


Purchases Discount. 


1,700 

Interest Income. 


525 


330,300 

330,300 


On December 31, 1949, the following facts are determined from the 
records: 

(1) The mortgage is secured by the land and buildings and is due on Feb¬ 
ruary 1, 1950. Interest is payable annually on February 1. 

(2) Bond interest is payable semiannually on March 1 and September 1. 

(3) The preferred stock is cumulative, and no dividends have been de¬ 
clared for 1947, 1948, and 1949. 

(4) Selling expenses include salaries and wages of $17,000. General ex¬ 
penses include salaries and wages of $16,000. During 1949 the salaries 
paid in each quarter of the year were as follows: 

Jan. 1-Mar. 31 April 1-June 30 July 1-Sept. 30 Oct. 1-Dec. 31 

Selling Expense 3,000 4,000 3,500 6,600 

General Expense 4,000 4,000 4,000 * 4,000 

Federal old-age pension taxes and state unemployment compensation 
taxes of 2.7% were paid during the first three quarters of the year. 
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The account Payroll Taxes Payable was credited for the deductions 
from employees’ wages (deductions of 1% for Federal old-age retire¬ 
ment benefits and 1% for state unemployment insurance were made). 
The employer’s liability under Federal old-age retirement and state 
unemployment legislation for the last quarter has not been recorded; 
the employer’s liability for the Federal unemployment tax for the 
entire year has not been recorded. 

(5) The state in which the Barnes Corporation is located has a sales tax 
of 2.5% of sales, which is to be remitted by the retailer within a month 
following collections. During December, Sales was credited for 
$11,655, which included sales tax collections. 

(6) The notes receivable accrue interest at 6% at their maturity on June 
30, 1950, and were received on June 30, 1949. 

(7) The fixtures were purchased on January 2, 1949, on a conditional 
sales contract. The amount of fixtures purchased was $25,000; 
$13,000 is as yet unpaid, of which $6,500 will be due on July 1, 1950, 
and $6,500 on July 1, 1951. 

(8) Rental Income shows the amount received for the rental of a depart¬ 
ment in the store for a 2-year period beginning October 1, 1949. 

(9) Accounts receivable are analyzed and it is decided to charge oper¬ 
ations and set up a reserve for $820, the estimated loss from bad debts. 

(10) When property taxes of $1,400 were paid during 1949, Selling Ex¬ 
pense and General Expense were charged with equal amounts. These 
taxes cover the year July 1, 1949, to June 30, 1950. 

(11) Depreciation of fixtures is 10% annually (chargeable ^ to Selling Ex¬ 
pense and ^ to General Expense). 

(12) Depreciation of buildings is 4% annually (chargeable | to Selling 
Expense and § to General Expense). 

(13) Merchandise inventory on December 31, 1949, is $27,000. This 
amount includes merchandise of $2,000 for which an invoice has not 
been received and no entry made. 

(14) An examination of the insurance policies shows that the amount pre¬ 
paid is $350 (expense is chargeable ^ to Selling Expense and | to 
General Expense). 

(15) Selling supplies of $200 are on hand. 

(16) Provision is to be made for estimated income taxes at 25% of net 
income as calculated. 

Instructions: (1) Prepare an eight-column work sheet, providing a pair 
of columns for (a) the trial balance before adjustments, (b) correcting and 
adjusting data, (c) statement of profit and loss data, and (d) balance sheet 
data. 

(2) Prepare a statement of profit and loss and a balance sheet. 



CHAPTER Xlir 


CAPITAL STOCK 

CORPORATION The modem corporation makes it possible 

FORMATION amounts of property to be assembled 

under one management. This property is transferred to the corpora¬ 
tion by the individual owners because they believe the corporation 
will make ^ective use of it. In exchange for this property, the cor¬ 
poration issues an ownership interest in itself to the persons or or¬ 
ganizations making the contributions. Managements, elected by the 
contributors of the property, supervise the use, operation, and dis¬ 
position of the property. 

Business corporations may be created under the corporation laws 
of any one of the forty-eight states or of the Federal Government. 
Since the states do not follow a uniform incorporating act, many varia¬ 
tions are encountered in the conditions under which a corporation 
may be created and under which it may operate. 

In most states at least three individuals must join in appl5ang for 
a corporate charter. Such application, supported by detailed informa¬ 
tion concerning the proposed organization, is submitted for approval 
to the secretary of state or other appropriate official. The approval of 
such application serves to grant existence to a new corporate entity. 
Subscriptions to capital stock now become effective. A stockholders' 
meeting is called at which corporation by-laws are prepared and a 
board of directors is elected. Corporate officers are then named, and 
corporate activities may proceed in conformance with state corporation 
laws and charter authorization. A complete record of the proceedings 
of both stockholders’ and directors’ meetings must be maintained. 
This record is known as the minute book. 

Corporations are classified as public when they represent govern¬ 
mental subdivisions or government-owned units and as private when 
they are privately owned. The private group includes nonstock com¬ 
panies where operations are of a nonprofit character and stock is not 
issued, as in the case of hospitals and schools, and stack companies where 
operations are for profit and stock is issued as evidence of an ownership 
interest. Corporations are also classified as domestic and foreign; a 
corporation is termed domestic in the state of its incorporation and 
foreign in all other states. A corporation whose stock is widely held 
and is available for purchase is known as an open corporation; a cor¬ 
poration whose stock is held by a few and is not available for purchase 
is called a close corporation. 
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NATURE OF An ownership interest in corporate assets 

CAPITAL STOCK evidenced by stock certificates that are 

issued by a corporation to the persons who contribute property to it. 
Laws of the state of incorporation may require that a value be stated on 
each stock certificate. Such stock is said to have a par value. Where 
stock is issued without such an assigned value, it is called no-par stock. 

Regardless of its par or no-par character, ownership of stock in a 
corporation gives a person certain basic rights that are exercised pro¬ 
rata according to the number of shares represented by his holdings. A 
stockholder has the right: (1) to share in dividends declared out of 
corporate earnings by the board of directors; (2) to vote in the election 
of directors and in the determination of certain corporation policies; 
(3) to maintain his fractional interest in the corporation through pur¬ 
chase of additional capital stock issued by the corporation, which is 
known as the pre-emptive right; and finally (4) to participate in cash 
or other property distributions resulting from liquidation. These 
rights are effective when there is a single class of stock. 

In assembling property for a corporation, it has been found ad¬ 
vantageous to make use of more than one kind of capital stock with 
varying priorities or privileges relating to the different classes. Stock 
having some advantage over the basic issue is known as preferred stock; 
the basic or underlying issue is known as common stock. When more 
than one class of stock is issued, the special rights and limitations 
relating to each class of stock should be determined from the charter 
or the corporation by-laws. One must be familiar with the overall 
capital structure in obtaining a full understanding of any single class 
of stock and its respective rights and restrictions. Normally a descrip¬ 
tion of the interest acquired, together with the other capital interests, 
is found on the stock certificate. 


PAR AND When a corporation is authorized to issue 

STOCK capital stock with an arbitrary fixed or par 

value to be reported on each share, state incorporation laws may pro¬ 
vide that such stock is to be sold only for an amount equal to or in ex¬ 
cess of its par. When stock is sold for an amount in excess of the par 
value of the stock, such premium is considered paid-in surplus and is 
added to capital stock shown at par value in reporting the invested 
capital. In certain states stock may be sold at an amount less than par, 
or at a discount. Capital stock is still reported at par, but the discount 
is reported as a subtraction item in presenting the stockholders’ in¬ 
vested capital. Stockholders subscribing at a discount fulfill their 
obligation to the corporation upon payment of the agreed price, but 
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they may be held liable by corporation creditors for the amount of the 
discount in the event of inability of the corporation itself to meet its 
obligations. 

Where assets other than cash are contributed for capital stock, 
the board of directors ordinarily has the right to establish valuations 
which, in the absence of fraud, will stand for all legal purposes. Stock 
is said to be watered when assets are overvalued and capital items are 
correspondingly overstated. On the other hand, the balance sheet is 
said to contain secret reserves when there has been a deliberate under¬ 
valuation of assets or overstatement of liabilities with a corresponding 
understatement of net worth. 

Prior to 1912 corporations were permitted to issue only stock with 
a par value. In 1912, however. New York state changed its corporation 
laws to permit the issuance of stock without a par value, and since that 
date all other states have followed with similar statutory provisions. 
Today many of the common stocks listed on the New York Stock Ex¬ 
change have no-par value. Use of no-par issues was originally encour¬ 
aged on the grounds that: (1) such stock could be sold as “fully paid” 
without making the subscriber contingently liable to creditors as in the 
case of par stock issued at a discount; (2) investors would not be misled 
by a less-then-par “bargain” price, but would investigate the value of a 
stock in the absence of a value appearing on stock certificates; and (3) 
assets would be recorded at their real value rather than at amounts 
set by the par of the stock as a means of enabling stockholders to avoid 
liability for the discount. 

In certain states the total consideration received on the sale of no- 
par stock must be reported as capital stock. However, a number of 
states require a credit to capital stock equal only to a set minimum 
issuing price, while other states permit the corporate directors to assign 
any arbitrary value to the no-par stock regardless of its issuing price. 
The minimum credit required by law or the value fixed by the board of 
directors is known as the stock’s stated value. Amounts received in 
excess of the stated value are reported as paid-in surplus. Where state 
laws provide for a stated value on no-par stock, accounting becomes 
similar to that for a stock with a par value. 

It is questionable whether investors have subjected no-par stock 
to closer investigation upon its purchase and whether more satisfactory 
valuations have been applied to properties received in exchange for 
no-par stock as compared with stock having a par value. Jkirthermore, 
certain undesirable practices have arisen in the treatment of surplus 
arising from the sale of no-par stock with a stated value: (1) this excess 
has been reported simply as “Surplus” on the balance sheet, and such 
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surplus has been interpreted by readers of the statement as accumu¬ 
lated earnings rather than as part of the paid-in capital; (2) the surplus 
has been used to absorb operating losses, the balance sheet thus failing 
to disclose a deficit from operations; and (3) the surplus has been used 
as a basis for dividends without disclosure to stockholders that such 
dividends are no more than a return of the investment. 

PREFERRED STOCK When corporations offer for sale both a 

common and a preferred issue, the preference 
attaching to preferred over the basic or common issue normally con¬ 
sists of a prior claim on earnings distributed as dividends. Frequently 
this class of stock is also given a prior claim on assets upon liquidation. 
Preferred stock is ordinarily issued with a par value, although several 
states permit no-par preferred. 

A corporation may issue more than one kind of preferred stock. 
When this is done, the issues are commonly called first preferred, 
second preferred, third preferred, and so forth. If a corporation has 
outstanding three issues of preferred stock, the first preferred has first 
claim on earnings; the second preferred, second claim; and the third 
preferred, third claim. The common stock ranks after the satisfaction 
of all prior preferred claims. 

When preferred has a par value, the dividend preference is stated 
in terms of a percentage; when it is no-par, dividends are stated in 
terms of dollars and cents. Thus holders of 5 per cent preferred, par 
$50, are entitled to $2.50 per share annually before any distribution 
is made to common stockholders. Holders of no-par $5 preferred 
receive $5 per share annually. 

Various other characteristics and conditions are added to preferred 
stock in the extension of certain advantages or in the limitation of 
these. Such factors may be expressed in adjectives modifying pre¬ 
ferred stock, as cumulative preferred stock, participating preferred 
stock, convertible preferred stock, and redeemable preferred stock. 
More than one of these characteristics may be applicable to a specific 
issue of preferred stock. For example, a preferred issue may be de¬ 
scribed as “$4.50 First Convertible, Cumulative and Participating 
Preferred.” 

Cumulative and Noncumulative Preferred Stock. Cumulative pre¬ 
ferred stock provides that whenever the corporation fails to declare, 
or passes, dividends, such dividends accumulate and must be liquidated 
before common stockholders may share in dividend distributions. For 
example, assume that a corporation has outstanding 10,000 shares of 
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4 per cent cumulative preferred stock, par $25, on which the company 
has passed dividends for the two preceding years. It will be necessary 
to declare dividends on preferred of $20,000 for the two preceding years, 
together with $10,000 for the current year, or a total of $30,000, before 
any dividends may be declared on common stock. If the stock is 
noncumulative, it is not necessary to provide for back dividends on 
preferred. A dividend may be declared on common as long as the pre¬ 
ferred stock receives the preferred rate for the current period. 

Participating and Nonparticipating Preferred Stock. Preferred stock 
may be participating, which means that it shares in dividend declara¬ 
tions with common stock in accordance with certain particiption 
features. If preferred is fully participating, it receives as high a dividend 
rate as the common. If preferred is participating up to a certain 
maximum rate, it shares with the common only up to this maximum. 
Since it is preferred stock, it still receives its regular dividend before 
amounts are available for common or for distribution on a participating 
basis. To illustrate, assume that a corporation has outstanding 5 per 
cent, fully participating preferred stock of $100,000, and common stock 
of $200,000. If earnings warrant the payment of $36,000 in dividends, 
both preferred stock and common stock receive 12 per cent. The 
amount to be paid as dividends is apportioned as follows: 

Preferred Common 


(1) To preferred, 5%. $ 5,000 

(2) To common, up to preferred 

rate, 5%. $10,000 

(3) To all shares ratably, 7% ($21,000 

on stock outstanding of $300,000). 7,000 14,000 


$12,000 (12%) $24,000 (12%) 


If the preferred stock were participating up to 8 per cent, it would 
receive $8,000, or 8 per cent, and common stock would receive the 
balance of $28,000, or 14 per cent. Where preferred is no-par, partici¬ 
pation is in terms of dollar amounts. 

If preferred is nonparticipating, dividends on preferred are limited 
to the preferred rate, common stockholders receiving any balance 
after preferred dividends have been allowed for the current period. 

Convertible Preferred Stock. If preferred stock is convertible, the 
stockholder has the option of exchanging the preferred stpck for some 
other security of the corporation, usually common stock. Sinc« pre¬ 
ferred stock normally has a prior but limited claim on earnings, large 
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earnings resulting from successful operations accrue to the common 
stockholders. The privilege of conversion gives the preferred stock¬ 
holder the opportunity to share with the common stockholders in the 
successful operations of the corporation. For example, the Stevens 
Corporation issues $100,000 of common stock and $100,000 of 5 per 
cent, nonparticipating preferred, which is convertible during the first 
five years after the issue date into common, share for share. If the 
corporation is able to pay dividends of $15,000 in the fourth year, the 
preferred stockholders would receive $5,000 and the common stock¬ 
holders would receive $10,000. If all of the preferred stockholders, 
however, have chosen to convert their preferred stock into common 
stock, they would receive $7,500 instead of $5,000. 

Redeemable Preferred Stock. If the preferred stock is redeemable, 
the corporation retains the option of buying back the preferred stock. 
Ordinarily such redemption requires payment by the corporation of 
an amount in excess of the par value or original issuance price. Pay¬ 
ment of any dividends in arrears is also required. 

COMMON STOCK Strictly speaking, there should be but one 

kind of common stock. Common stock is 
the last-claim stock and it carries the greatest risk. In return for the 
risk it carries, it ordinarily shares in profits to the greatest extent if the 
corporation is successful. Legally there is no distinction in manage¬ 
ment rights between preferred and common stocks. Actually, however, 
the conditions of issue ordinarily give managing rights exclusively to 
the common stockholders as long as dividends are paid regularly on 
preferred stock. 

Because of certain legal restrictions on preferred stock, a few cor¬ 
porations have issued two types of common stock known as Common 
A stock and Common B stock. One of the two types has certain powers 
or rights that the other type does not have, such as dividend pref¬ 
erences or voting rights. The distinction, then, is similar to that 
normally found between a company’s common issue and preferred 
issue. The use of such classified common stocks has been so greatly 
abused, however, that stock exchanges have refused to list such new 
issues and this form of corporate financing has been largely discon¬ 
tinued. 


RECORDING 
ISSUANCE OF 
CAPITAL STOCK 


The capital stock of a corporation may be 
authorized but unissued; it may be subscribed 
for and held for issuance pending receipt of 
cash for subscriptions; it may be outstanding in the hands of stock- 
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holders; it may be reacquired and held by the corporation for subse¬ 
quent sale or use; and it may be canceled with the permission of the 
proper state authority. An accurate record of the position of the cor¬ 
poration as a result of the exchanges of property between stockholders 
and the corporation must be maintained in the accounts. Each class 
of stock requires separate accounting if the rights of each class of 
stockholders are to be recognized. 

The charter granted by the appropriate authority gives the cor¬ 
poration the right to issue a stated amount of stock. The authorization 
to issue stock may be recorded by means of a memorandum entry in 
the journal. 

The agreement to purchase stock is known as a svbscription. This 
is a legally binding contract on the subscriber and the corporation. 
By express provision, however, the contract may be binding only if 
subscriptions for the desired amount are received. A subscription, 
while giving the corporation a legal claim for the contract price, also 
gives the subscriber the status of stockholder unless certain rights as 
a stockholder are specifically withheld by law or by terms of the con¬ 
tract. Ordinarily stock certificates are not delivered until the full 
subscription price has been received. Where stock is issued but is 
subject to additional assessments in accordance with laws of the state 
or terms of the contract, this should be disclosed on the face of the 
certificate. 

When subscriptions are received, Capital Stock Subscriptions Re¬ 
ceivable is debited, Capital Stock Subscribed is credited for the value 
to be assigned to the stock, and a paid-in surplus account is credited 
for the subscription price in excess of par or stated value.* Capital 
Stock Subscriptions Receivable is a controlling account, individual 
subscriptions being reported in the subsidiary subscribers ledger. As 
cash is received, Cash is debited and Capital Stock Subscriptions 
Receivable is credited. Credits are made in the subscribers ledger 
for individual pasonents on subscriptions. The subscriptions ac¬ 
count is regarded as a current asset only as long as it is the intent 
of the corporation to make collections on this balance currently. This 
is normally the case. If calls for cash on subscriptions are to be made 
only when cash is required by the corporation, the subscriptions ac¬ 
count may be reported as a noncurrent asset item or as a net worth sub¬ 
traction item, whichever is more appropriate. The issuance of stock 
upon completion of the payment is recorded by a debit to Capital 

*The term **Capital Stock*’ is used in account titles when there is a single class of itock. 
When there is more than one class of stock, appropriate class designations are used 
instead of the term “Capital Stock.” 
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Stock Subscribed and a credit to Capital Stock. Capital Stock is a 
controlling account that summarizes the detail in the stockholders 
ledger. In the subsidiary ledger separate accounts are maintained with 
each stockholder and these show the number of shares issued. When 
an individual transfers stock to some other party, the corporation 
records the change in ownership by a reduction in the account of the 
person making the transfer and an addition to the account of the 
person acquiring the stock. Since capital stock outstanding remains 
the same after transfer of individual holdings, general ledger accounts 
are not affected. 

A stock certificate book also reports stock outstanding. As cer¬ 
tificates are issued, information with respect to the number of shares 
issued is reported on the certificate stubs; with ownership transfers, 
the original certificate is canceled and attached to the original stub 
and a new certificate is issued to the buyer. Frequently the stock- 


Transaction 

Assuming Stock Is $10 Par Value 

November 1 

Received cash of $10,000 and other assets 
valued at $20,000 in exchange for 3,000 
shares. 

Cash 10,000 

Other Assets 20,000 

Common Stock 30,000 

November 1-30 

Received subscriptions for 5,000 shares 
at 12i with 50% down payment, balance 
payable in 60 days. 

Common Stock Subscrip¬ 
tions Receivable 62,500 

Common Stock Sub¬ 
scribed 50,000 

Premium on Common 

Stock 12,500 

Cash 31,250 

Common Stock Sub¬ 
scriptions Receivable 31,250 

December 1-31 

Received balance due from half of sub¬ 
scribers and issued stock to such fully 
paid subscribers, 2,500 shares. 

Cash 15,625 

Common Stock Sub¬ 
scriptions Receivable 15,625 

Common Stock Subscribed 25,000 

Common Stock 25,000 

Balance Sheet Net Worth section: 

Common Stock Outstand¬ 
ing (par $10; authorized, 

10,000 shares;issued and 
outstanding, 5,500shares) 55,000 

Common Stock Subscribed 

(2,500 shares) 25,000 

Premium on Common 

Stock 12,600 

92,500 
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holder and transfer records are maintained by a special transfer agent 
appointed by the corporation. 

Issuance of Capital Stock Illustrated. The examples that follow 
show the entries made to record the sale of (1) stock with a par value, 
(2) no-par stock with a stated value, and (3) no-par stock without a 
stated value. Assume that the Globe Corporation is granted permission 
to issue 10,000 shares of common stock. Transactions and entries, 
together with the resulting balance sheet net worth sections after 
transactions have been recorded, are shown across the double page 
below. 

If the state law permits stock with a par value to be sold at a dis¬ 
count and subscriptions are received on such a basis. Capital Stock 
Subscriptions Receivable is debited for the subscription amount. Dis¬ 
count on Capital Stock is debited for the discount, and Capital Stock 
Subscribed is credited for the par value of the stock. 


Assuming Stock Is No-Par with 
Stated Value of $10 

Assuming Stock Is No-Par and 
Without Stated Value 

Cash 10,000 

Other Assets 20,000 

Common Stock 30,000 

Cash 10,000 

Other Assets 20,000 

Common Stock 30,000 

Common Stock Subscrip¬ 
tions Receivable 62,500 

Common Stock Sub¬ 
scribed 50,000 

Paid-in Surplus on Com¬ 
mon Stock 12,500 

Cash 31,250 

Common Stock Sub¬ 
scriptions Receivable 31,250 

Common Stock Subscrip¬ 
tions Receivable 62,500 

Common Stock Sub¬ 
scribed 62,500 

Cash 31,250 

Common Stock Sub¬ 
scriptions Receivable 31,250 

Cash 15,625 

Common Stock Sub¬ 
scriptions Receivable 15,625 

Common Stock Subscribed 25,000 

Common Stock 25,000 

Cash 15,625 

Common Stock Sub¬ 
scriptions Receivable 15,625 

Common Stock Subscribed 31,250 

Common Stock 31,250 

Common Stock Outstand¬ 
ing (no-par; stated value 
$10; authorized, 10,000 
shares; issued and out¬ 
standing, 5,500 shares) 55,000 

Common Stock Subscribed 

(2,500 shares) 25,000 

Paid-in Surplus on Com¬ 
mon Stock 12,500 

Common Stock Outstand¬ 
ing (no-par; authorized 

10,000 shares; issued, 

5,500 shares) 61,250 

Common Stock Subscribed 

(2,500 shares) 81,250 

92,500 

92,500 
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Subscription Defaults. If a subscriber defaults on his subscription 
by failing to make a payment when it is due, the corporation may (1) 
return to the subscriber the amount paid, (2) return to the subscriber 
the amount paid less any loss or expense incurred upon the resale of 
the stock, or (3) where state law permits, declare the amount that the 
subscriber has paid as forfeited. 

To illustrate, assume in the foregoing example that one subscriber 
for 100 shares of common, par $10, subscribed for at 12|, defaults 
after making his 50 per cent down payment. The stock is resold at 11. 

(1) Assuming return to the subscriber of the amount paid in: 


Common Stock Subscribed. 1,000 

Premium on Common Stock. 250 

Common Stock Subscriptions Receivable. 626 

Cash. 625 

Cash. 1,100 

Common Stock. 1,000 

Premium on Common Stock.. 100 

(2) Assuming return to the subscriber of amount paid less the loss on the resale: 

Common Stock Subscribed. 1,000 

Premium on Common Stock. 250 

Common Stock Subscriptions Receivable. 625 

Payable to Subscriber (payment withheld pending 
stock resale). 625 

Cash. 1,100 

Payable to Subscriber. 150 

Common Stock. 1,000 

Premium on Common Stock. 250 

Payable to Subscriber. 476 

Cash. 476 

(5) Assuming that amount paid in is declared forfeited: 

Common Stock Subscribed. 1,000 

Premium on Common Stock. 250 

Common Stock Subscriptions Receivable. 626 

Surplus from Forfeited Subscriptions. 626 

Cash. 1,100 

Common Stock. 1,000 

Premium on Common Stock. 100 


Similar procedures are employed in accounting for defaults on no- 
par stock. 

Recording Authorized Stock. If it is desired to maintain in the ac- 
coimts a record of the stock authorized as well as of that unissued, 
an alternate method may be employed in recording stock transactions. 
Instead of a memorandum entry in the journal, the account Unissued 
Capital Stock is debited and Authorized Capital Stock is credited for 
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the amount of the stock authorized. Subscriptions and payments 
are recorded as in the previous examples. When the stock is issued, 
however, Capital Stock Subscribed is debited and Unissued Capital 
Stock is credited. The authorized stock account may be considered 
a net worth account, the unissued stock balance representing an 
offset or negative item. The alternate procedure as applied to the 
sale of $10 par common stock in the example on page 320 is illustrated 
below: 


Transaction Entry 

November 1 

Received authorization to issue 10,000 
shares of common, par $10. 

Unissued Common Stock 100,000 
Authorized Common 

Stock 100,000 

November 1 

Received cash of $10,000 and other 
assets valued at $20,000 in exchange for 
3,000 shares. 

Cash 10,000 

Other Assets 20,000 

Unissued Common 

Stock 30,000 

November 1-30 

Received subscriptions for 5,000 shares 
at 12^ with 50% down payment, balance 
payable in 60 days. 

Common Stock Subscrip¬ 
tions Receivable 62,500 

Common Stock Sub¬ 
scribed 50,000 

Premium on Common 

Stock 12,500 

Cash 31,250 

Common Stock Sub¬ 
scriptions Receivable 31,250 

December 1-31 

Received balance due from half of sub¬ 
scribers and issued stock to such fully 
paid subscribers, 2,500 shares. 

Cash 15,625 

Common Stock Sub¬ 
scriptions Receivable 15,625 

Common Stock Subscribed 25,000 
Unissued Common 

Stock 25,000 


The net worth information may be reported exactly as shown in 
the previous illustration or it may be reported in the following form: 

Authorized Common Stock, 

$10 par value 10,000 shares $100,000 


Less Unissued Common Stock 4,500 shares 45,000 

Common Stock Issued 5,500 shares $55,000 

Common Stock Subscribed 2,500 shares 25,000 

Common Stock Issued and Subscribed 8,000 shares 80,000 

Premium on Common Stock 12,500 
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The foregoing method of recording authorized and unissued bal¬ 
ances is used only in the case of par value stock where the valuation 
to be applied to the entire issue is known at the time of stock authoriza¬ 
tion. Since the first method illustrated on pages 320 and 321 is the 
simpler one and may be used in the case of both par and no-par stock, 
its use is assumed in the remaining examples in this chapter. 

TREASURY STOCK When stock that has been fully paid for is 

reacquired by a corporation, such stock is 
known as treasury stock. It may be reacquired by purchase on the 
market, by redemption, or as a result of a donation by the stock¬ 
holders. 

Treasury Stock Purchase or Redemption. Stock may be reacquired 
by the corporation by purchase or redemption so that it may be used 
as a bonus for employees, so that it may be formally retired and the 
corporate capital reduced, or, perhaps, so that such action may serve 
to steady the market price of the security. In any event, the repur¬ 
chase of stock may be recorded by either of the two following methods: 

(1) Treasury Stock is debited for the full purchase price of the 
stock, no allocation being made for the capital stock reduction and 
the resulting effect upon paid-in surplus. Treasury stock as thus re¬ 
corded is subtracted from the sum of capital stock and surplus. 

(2) Treasury Stock is debited on a basis consistent with the credits 
that were made to capital stock, and Treasury Stock Surplus is debited 
or credited for the difference between the purchase price and the charge 
to Treasury Stock. Cash is credited for the purchase price. Treasury 
Stock is subtracted from the capital stock balance in determining 
capital stock outstanding; Treasury Stock Surplus is reported as a part 
of the company's paid-in surplus. 

When treasury stock is resold, Cash is debited. Treasury Stock is 
credited on the same basis as was used for the charge to treasury stock, 
and Treasury Stock Surplus is debited or credited for the difference. 
A credit balance in the treasury stock surplus account indicates ad¬ 
ditional paid-in surplus arising from treasury stock transactions; a 
debit balance indicates a decrease in paid-in surplus from this source and. 
is a subtraction item in summarizing net worth. 

To illustrate use of the two methods, assume that the entire issue 
of 10,000 shares of Warner Corporation common, $10 par, is sold at 
15; 500 shares are reacquired at 12; and the shares are subsequently 
resold at 14. Entries and the effects of transactions on net worth are 
shown on the opposite page. 
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Assuming Treasury Stock Assuming Treasury Stock 
Transaction Is Shown At Cost Is Shown at Par 


Sold 10,000 shares, par $10, 
at 15. 

Cash 150,000 

Common 

Stock 100,000 

Premium on 

Common 

Stock 50,000 

Cash 150,000 

Common 

Stock 100,000 

Premium on 

Common 

Stock 50,000 

Reacquired 500 shares at 12. 

Treasury Stock, 

Common 6,000 

Cash 6,000 

Treasury Stock, 

Common 5,000 

Treasury Stock 

Sun>lus 1,000 

Cfash 6,000 

Balance sheet net worth sec¬ 
tions after acquisition of treas¬ 
ury stock: 

Common Stock (par 
$10, authorized and 
issued, 10,000 shares, 
less Treasury Stock 
reacquired, 500 

shares, see below) 100,000 

Premium on Com¬ 
mon Stock 50,000 

Common Stock 
(par $10, au¬ 
thorized and 
issued, 10,000 
shares) 100,000 

Less Treasury 

Stock (500 

shares) 5,000 

150,000 

Less Treasury Stock 

(500 shares at cost) 6,000 

144,000 

Outstanding 

(9,500 shares) 95,000 

Premium on 

Common Stock 50,000 

Less Premium 
on Purchase of 

Treasury Stock 
(debit balance 
in Treasury 

Stock Surplus) 1,000 49,000 

144,000 

Sold 500 shares of treasury 
stock at 14. 

Cash 7,000 

Treasury Stock, 

Common 6,000 

Treasury Stock 

Surplus 1,000 

Cash 7,000 

Treasury Stock, 

Common 5,000 

Treasury Stock 

Surplus 2,000 

Balance sheet net worth sec¬ 
tions after sale of treasury 
stock; 

Common Stock (par 
$10, authorized and 
outstanding, 10,000 
shares) 100,000 

Premium on Com¬ 
mon Stock 50,000 

Treasury Stock Sur¬ 
plus 1,000 

Common Stock (par 
$10, authorized and 
outstanding, 10,000 
shares) 100,000 

Premium on Com¬ 
mon Stock 50,000 

Treasury Stock Sur¬ 
plus 1,000 

151,000 

151,000 
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It will be observed that either method gives the same net result. 
If treasury stock is charged at cost, however, recognition of any sur¬ 
plus change is deferred until the treasury stock is resold or formally 
retired. 

When no-par stock is reacquired and the second method is to be 
used, Treasury Stock may be debited for (a) the original issuing price 
of the particular lot reacquired, or (b) the average price at which the 
capital stock of the company was originally issued. To illustrate, 
assume that 1,000 shares of no-par stock are reacquired at 18. Assum¬ 
ing that $20, the original issuing price for this lot, is used, the entry 


would be: 

Treasury Stock. 20,000 

Cash. 18,000 

Treasury Stock Surplus. 2,000 


If treasury stock is recorded at the average issuing price, the average 
is calculated as follows: 


2,000 shares at $18.$36,000 

2,000 shares at 20. 40,000 

1,000 shares at 22. 22,000 


5,000 shares at .$98,000 


$98,000 (Proceeds from sales) 
5,000 (Shares issued) 


= $19.60 (Average issuing price per share) 


The entry would be: 

Treasury Stock. 19,600 

Cash. 18,000 

Treasury Stock Surplus. 1,600 


If the cost method were used to record the acquisition of the 
treasury stock, the entry would be: 

Treasury Stock. 18,000 

Cash. 18,000 


Frequently the laws of a state do not permit the corporation to 
reduce its net worth below the capital stock figure by either market 
purchase or redemption of capital stock. Stated differently, they 
are permitted to reacquire their own stock only when there is a sur¬ 
plus balance equal to the amount to be paid for the stock. With the 
acquisition of treasury stock, surplus equal to the cost of the treasury 
stock is restricted and cannot be used as a basis for dividend declara¬ 
tion. The reservation of surplus is designed to protect creditors and 
stockholders by maintaining net worth at an amount equivalent, at 
least, to the original capital stock balance. Where such requirements 
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apply, the amount of the surplus restriction may be reported parenthet¬ 
ically in the surplus section of the balance sheet, or an entry may be 
made at the time of purchase of the treasury stock charging Surplus 
and crediting Reserve for Treasury Stock for an amount equal to the 
stock purchase price. 

Assuming that treasurj- stock is recorded at cost and that the laws 
of the state require a restriction of surplus, the net worth section, 
using the data in the preceding example, would be prepared as follows: 

If surplus restriction is shovm parenthetically: 

Capital Stock (no-par, 5,000 shares authorized and issued). 

EarnedSurplus(ofwhich$18,000isunavailablefordividend8bylaw8 
of state of incorporation as a result of treasury stock acquisition) 

Less Treasury Stock (1,000 shares at cost). 

Total Net Worth. 


If surplus restriction is reported as reserve: 

Capital Stock (no-par, 5,000 shares authorized and issued). 98,000 

Earned Surplus: 

Reserve for Treasury Stock. 18,000 

Unappropriated. 32,000 50,000 

148,000 

Less Treasury Stock (1,000 shares at cost). 18,000 

Total Net Worth.130,000 


98,000 

50,000 

148,000 

18,000 

130,000 


The surplus restriction in the above example is $18,000 regardless 
of the method that is employed in recording treasury stock. Resale of 
the treasury stock or formal retirement in accordance with the laws 
of the state of incorporation may serve to cancel the surplus restriction. 
When this is the case, a reserve for treasury stock balance is returned 
to surplus. 

Because recording treasury stock at cost is the simpler method, 
and because the cost information may be required as a basis for sur¬ 
plus restrictions, use of the cost method for the purchase of treasury 
stock is assumed in remaining examples. 

Treasury Stock Donation. Treasury stock may be donated to the 
company so that it may be resold to provide working capital or so 
that an operating deficit on the books may be canceled. Donations of 
stock with a par value are found where large blocks of stock were 
originally issued in exchange for properties. Such stock, which is con¬ 
sidered fully paid, may be sold at any price in raising working dapital 
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without involving the purchaser in a possible liability to the creditors 
for the difference between par and a lower sales price. While such a 
donation may represent a sacrifice on the part of the contributors of 
the stock, ordinarily it simply represents a return of an overissue of 
stock for properties transferred. The issuance of an excess number of 
shares of stock for properties and the subsequent donation of stock 
that may be sold without a discount liability has been referred to as 
the “treasury stock subterfuge.” 

Two methods, similar to those employed in the case of purchase 
of treasury stock, may be used in recording donations: 

(1) In the absence of any cost, the treasury stock acquisition is 
simply reported by memorandum entry, recognition of any surplus 
arising from the donation being deferred until sale of the stock. 

(2) Treasury Stock may be debited on a basis consistent with 
credits to capital stock and Donated Surplus, a paid-in surplus ac¬ 
count, may be credited for an equal amount. 

To illustrate, assume that the Lucky Mining Company is formed to 
take over the mining properties of Adams and Burke, and 5,000 shares 
of common, par $25, are issued to each party in exchange for properties 
valued at $250,000. Later Adams and Burke each donate 2,000 shares 
of stock to the corporation. This stock is subsequently resold at $15 
per share. Entries and the effects upon net worth are shown below: 


Assuming Treasury Stock Assuming Treasury Stock 
Transaction Is Shown At uost Is Shown At Par 


Issued stock in exchange for 
properties. 

Mining Prop¬ 
erties 250,000 

Common 

Stock 250,000 

Mining Prop¬ 
erties 250,000 

Common 

Stock 250,000 

Received 4,000 shares as dona¬ 
tion. 

(Memo) Received 4,000 shares 
of common from stockholders 
as a donation. 

Treasury 

Stock, Com¬ 
mon 100,000 

Donated 

Surplus 100,000 

Balance sheet net worth sec¬ 
tions after donation of treasury 
stock: 

Common Stock (par 
$25, authorized and 
issued, 10,000 shares, 
less 4,000 shares of 
treasury stock reac¬ 
quired by donation 250,000 

Common 

Stock (par 
$25, author¬ 
ized and is¬ 
sued, 10,000 
shares) 250,000 



xjgss 1 reas- 
ury Stock 

(4,000 shares) 100,000 

Outstanding 

^,000 shares) 160,000 

Donated Sur¬ 
plus 100,000 

250,000 
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Assuming Treasury Stock Assuming Treasury Stock 
Transaction Is Shown At Cost Is Shown At Far 


Sold 4,000 shares of treasury 
stock at 15. 

Cash 60,000 

Donated 

Surplus 60,000 

Cash 60,000 

Donated Sur¬ 
plus 40,000 

Treasury 

Stock, Com¬ 
mon 100,000 

Balance sheet net worth sec¬ 
tions after sale of treasury 
stock: 

Common Stock (par 
$25, authorized and 
issued, 10,000 shares) 250,000 
Donated Surplus 60,000 

310,000 

Common Stock (par 
$25, authorized and 
issued, 10,000 shares) 250,000 
Donated Surplus 60,000 

310,000 




Similar procedures would be employed in recording the donation of 
no-par stock. As in the case of purchase of treasury stock, the first 
or cost method is the simpler one for recording the donation of capital 
stock. 


SALE OF SECURITY Corporations sometimes offer for sale for one 

LIMITS 

lump sum security units consisting of several 
classes of securities. In recording sales of this kind, the sales proceeds 
must be allocated among the different issues. When a sale consists of 
two different securities and there is a known market value for one of 
the securities, the sales value of the other may be determined by sub¬ 
tracting the known value from the sales price of the unit. To illustrate, 
assume that one share of common stock, par $100, is offered with each 
$1,000 bond at $1,050. If the common stock is selling for $80 per share, 
the issuance of common stock is recorded at this figure and the amount 
of the sales price applicable to the bonds is calculated as follows: 

Unit price of $1,000 bond together with one share of common 


stock. $1,050 

Proceeds identified with common share (market value of com¬ 
mon share)... 80 


Proceeds identified with bond. $ 970 


In recording the sale of a unit, discounts are recorded for the 
common stock and for the bond on the above basis. The entry to re¬ 
cord the sale of 100 units would be: 


Cash. 105,000 

Discount on Common Stock. 2,000 

Discount on Bonds Payable. 3,000 

Common Stock. 10^000 

Bonds Payable. 100,000 
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If two kinds of stock are offered as a unit, the procedure is similar. 
For example, if two shares of common, par $50, are offered with five 
shares of preferred, par $100, at $550 per unit, the total discount is 
$50. Assuming a market price of $98 for preferred stock, the discount 
applicable to the common may be found as follows: 

Unit price of five shares of preferred and two shares of common 

stock. $560 

Proceeds identified with five shares of preferred (5 shares at 98) 490 

Proceeds identified with two shares of common. $ 60 


The entry for the sale of 100 units consisting of 500 shares of pre¬ 
ferred and 200 shares of common at $550 per unit would be: 


Cash. 65,000 

Discount on Preferred Stock. 1,000 

Discount on Common Stock. 4,000 

Preferred Stock. 50,000 

Common Stock. 10,000 


If, in the previous case, the price charged for each unit had been 
$500, the common stock might have been called a “bonus” and offered 
as an inducement on each purchase of preferred. The entry, however, 
should still reflect the market price of the respective issues if determi¬ 
nable. The difference between the par value of the stocks issued and 
the cash received represents discounts on the two issues. The entry 
follows: 


Cash. 60,000 

Discount on Preferred Stock. 1,000 

Discount on Common Stock. 9,000 

Preferred Stock. 50,000 

Common Stock. 10,000 


The use of treasury stock may be favored for purposes of a “bonus” 
if the contingent liability for a discount is to be avoided by stock¬ 
holders. 

If neither preferred nor common stock has a market value that can 
be applied in the apportioning of the proceeds, it may be necessary to 
charge the difference between the combined par values and the pro¬ 
ceeds from the sale to the account Bonus to Stockholders. The latter 
account, a negative surplus balance, may be closed when an apportion¬ 
ment of sales proceeds can be made and discounts can be related to 
individual issues. If the imit, however, consists of bonds and shares 
of stock, neither of which have a market value, it will be necessary to 
estimate the amount at which the bonds could be sold, since the sale 
of bonds at a figure other than face value requires discount or premium 
amortization affecting income of current and subsequent periods. 
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RECAPITALIZATION Recapitalization occurs when an entire issue 

of stock is changed by action of the corpora¬ 
tion. Such action ordinarily requires approval of the proper state 
authorities, although some states permit reduction of legal capital by 
action of the board of directors and the stockholders without reference 
to state authorities. 

A common type of recapitalization is a change from par to no-par 
stock. If the capital stock balance is to remain the same, no change in 
the accounts is needed. If this balance is to go up, a transfer is made 
from Surplus to Capital Stock; if capital stock is to be reduced. Capital 
Stock is debited and a recapitalization surplus account is credited. 
Usually a change in capitalization is made to reduce the amount 
credited to Capital Stock. For example, the outstanding capital stock 
of the Signal Corporation, consisting of 100,000 shares at $10, is 
changed from par to no-par with a stated value of $7.50 a share. The 


entry to record this change is: 

Capital Stock (par value $10). 1,000,000 

Capital Stock (no-par value, stated value $7.50) 750,000 

Surplus from Recapitalization. 250,000 


A recapitalization involving no-par stock with a reduced stated 
value is accomplished by an entry similar to the one above. 

A change in capitalization to decrease the amount attaching to 
capital stock is usually made to eliminate a deficit, to make possible 
the reduction of fixed assets to values as appraised, or to accomplish 
both of the foregoing purposes. For example, assume the acquisition 
of properties in a high-cost period. With a change in the business 
cycle, continued depreciation of high-cost properties may result in 
successive periodic losses and a growing deficit. It may be decided to 
recognize the change in asset values by reducing these as well as the 
capital stock balance. Subsequent depreciation will then be in line 
with current costs and it may be possible to report a profit from opera¬ 
tions and resume the payment of dividends from profits. To illustrate 
the entries required in such a recapitalization, assume that the Signal 
Corporation above shows on its balance sheet a deficit of $30,000, and 
an appraisal just before recapitalization indicates that plant and equip¬ 
ment of the above corporation is overvalued by $200,000. The entry 
for the change in the capital structure as given above is followed by 
an entry to cancel the debit balance in Earned Surplus and to reduce 
the value of the plant and equipment. This entry follows: 


Surplus from Recapitalization. 230,000 

Plant and Equipment. 200,000 

Earned Surplus. 30,000 
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STOCK SPLIT-UPS When the market price for a share of stock 

is high and a lower price together with a 
wider distribution of holdings is desired, the corporation may authorize 
a split-up, the number of shares outstanding being exchanged for a 
greater number of shares. The reverse procedure, reducing the total 
number of shares outstanding by combining shares, is referred to as a 
split-down or reverse-split. After a split-up or a split-down, the capital 
stock balance remains the same; however, the change in the number of 
shares of stock outstanding requires a change in the par or stated value 
of the stock. The change in the number of shares outstanding, as 
well as the change in the par or stated value, is recorded by means of 
a memorandum entry. 


ISSUANCE OF STOCK The preceding pages have dealt largely with 

the salc of Corporate stock for cash. Often a 

FwR A dUSINkm i* j 

corporation, upon its formation or at some 
subsequent date, takes over a going business and issues stock to the 
proprietors in exchange for their equities. In determining the amount 
of the stock to be issued for business assets, the market value of the 
stock as well as the values of the properties acquired must be con¬ 
sidered. Frequently the value of the stock transferred by the corpora¬ 
tion will exceed the value of the tangible assets acquired because of 
the favorable earnings record of the business acquired. This excess 
may be considered as the amount paid for goodwill. 

Where a sole proprietorship or partnership is incorporated to secure 
the advantages of the corporate form of organization, the books of the 
old organization may be used after the changes that have taken place 
as a result of the incorporation are recorded, or a new set of records 
may be opened. The accounting procedure to be followed in each 
instance will be illustrated. Assume that Martin and Moore, partners 
who share profits 3:2 respectively, desire to retire from active par¬ 
ticipation in their business, and they form a corporation to take over 
firm assets. The partnership balance sheet just before incorporation 
on March 15 follows: 


Assets 



Liabilities and Proprietorship 

Cash 


8,600 

Accounts Payable 

12,000 

Accounts Receivable 

15,000 

Martin, Capital 

50,000 

Less Res. for Bad Debts 
Inventories 

Equipment 

Less Reserve for Depre¬ 

400 

50,000 

14,600 

20,000 

Moore, Capital 

16,200 

ciation 

15,000 

35,000 

78,200 


78,200 
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The corporation is organized as the United Corporation and is 
authorized to issue 25,000 shares of no-par stock. Fifteen thousand 
shares are sold at $10. The corporation takes over firm assets other 
than cash and assumes firm liabilities in exchange for the remaining 
10,000 shares. In taking over net assets, the corporation makes the 
following adjustments: 

(1) The reserve for bad debts is increased to $1,000. 

(2) Merchandise inventory is recorded at its present market value of 
$23,500. 

(3) Equipment is recorded at its appraised reproduction cost of $75,000 
less a reserve on this basis of $22,500. 

(4) Accrued expenses of $400 are recorded. 

The 10,000 shares received by the partners are divided as follows: 
Martin, 7,500 shares; Moore, 2,500 shares. The firm cash is then with¬ 
drawn by partners according to the balances remaining in the capital 
accounts. 

If Original Books Are Retained. If the firm books are retained, 
entries are first made to indicate the changes in assets, liabilities, and 
the partners’ interest prior to incorporation. A revaluation summary 
account may be charged with losses and credited with gains resulting 
from revaluation entries, and the balance in this account is subse¬ 
quently closed into the capital accounts in the profit and loss ratio. 
However, with relatively few asset changes it is possible to debit or 
credit capital accounts directly in the profit and loss ratio for the net 
gain or loss resulting from such adjustments. Capital accounts are 
then charged, and Capital Stock is credited to record the issuance of 
stock in exchange for the partners’ equities. Subsequent corporate 
transactions follow on the old books that have become the records for 
the newly formed corporation. The entries to record the incorporation 
of the firm of Martin and Moore follow: 


Transaction Entry 


(a) To record revaluation of assets upon 
transfer to United Corp., the net 
gain from revaluation and adjust¬ 
ments of $20,000 being credited to 
Martin and Moore in the profit and 
loss ratio of 3:2 respectively. 


Inventories 3,500 

Equipment 25,000 

Reserve for Bad Debts 600 

Reserve for Deprecia¬ 
tion 7,500 

Accrued Expenses 400 

Martin, Capital 12,000 

Moore, Capital 8,000 
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Transaction Entry 

(b) To record goodwill as indicated by 
excess of value of stock issued to 
partners over the appraised value of 
net assets transferred: 

Value of Stock Issued 
(10,000 shares at $10, 
amount at which stock is 
currently being sold) $100,000 

Value of Net Assets 

Transferred: 

Assets $90,000 

Less Liabilities 12,400 77,600 

Goodwill Credited to Part¬ 
ners in Profit and Loss Ratio $22,400 

Goodwill 22,400 

Martin, Capital 13,440 

Moore, Capital 8,960 

(c) To record distribution of capital 
stock according to agreement: 

Martin—7,500 shares 

valued at $10 $75,000 

Moore —2,500 shares 

valued at $10 $25,000 

Martin, Capital 75,000 

Moore, Capital 25,000 

Capital Stock 100,000 

(d) To record distribution of cash in 
final settlement of partners* claims 
according to balances in capital 
accounts: 

Martin, capital after ad¬ 
justments: $75,440 

Less payment in stock 75,000 

Remaining equity paid in 

cash $ 440 

Moore, capital after ad¬ 
justments: $33,160 

Less payment in stock 25,000 

Remaining equity paid in 

cash $ 8,160 

Martin, Capital 440 

Moore, Capital 8,160 

Cash 8,600 

(e) To record sale of 15,000 shares at $10. 

Cash 150,000 

Capital Stock 150,000 


A balance sheet prepared for the corporation after the foregoing 
transactions have been recorded is shown at the top of the opposite 
page. 

If New Books Are Opened for the Corporation. If new books are 
opened for the corporation, all of the partnership accounts are closed 
and assets and liabilities of the firm are recorded on the new records. 
In closing the partnership books, entries are made to record the transfer 
of assets and liabilities to the corporation, the receipt of capital stock, 
and the distribution of stock and cash in payment of partners' respec- 
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UNITED CORPORATION 
Balance Sheet 
March 15,1949 


Assets 

Liabilities and Net Worth 

Cash 

Accounts Receivable 15,000 

Less Res, for Bad Debts 1,000 

150,000 

14,000 

Liabilities 
Accounts Payable 

Accrued Expenses 

12,000 

400 

Inventories 

Equipment 

Less Reserve for Depre¬ 
ciation 

75,000 

22,500 

23.500 

52.500 

Net Worth 

Capital Stock, no-par, au¬ 
thorized and issued,25,000 
shares 

32,400 

Goodwill 


22,400 

250,000 



262,400 


262,400 


tive interests. If desired, it would be possible to record the revaluation 
of assets and the recognition of goodwill on the partnership books 
before recording the transfer of assets and liabilities. Normally, how¬ 
ever, such procedure is not required. Entries to close the partnership 
books for Martin and Moore may be made as follows: 


Transaction Entry 

To record the transfer of assets and 
liabilities to United Corporation, the 
difference between claim against vendee 
$100,000 (10,000 shares of stock valued 
at $10) and book value of net assets 
transferred, $57,600, representing gain 
on sale of business of $42,400. This is 
distributed to partners in the ratio of 
3:2 as follows: 

To Martin: {of $42,400 $25,440 

To Moore: j of 42,400 16,960 

$42,400 

United Corporation, 

Vendee 100,000 

Accounts Payable 12,000 

Reserve for Bad Debts 400 

Reserve for Depreciation 15,000 

Accounts Receivable 15,000 

V Inventories 20,000 

Equipment 50,000 

Martin, Capital 25,440 

Moore, Capital 16,960 

To record the receipt of capital stock in 
payment of net assets transferred. 

Stock of United Corpora¬ 
tion 100,000 

United Corporation, 

Vendee 100,000 

To record distribution of capital stock 
according to agreement. 

Martin, Capital 75,000 

Moore, Capital 25,000 

Capital Stock 100,000 

To record distribution of cash in final 
settlement of partners’ claims according 
to balances in capital accounts. 

Martin, Capital 440 

Moore, Capital 8,160 

Cash 8,600 


It would be possible to cancel the asset, liability, and capital ac¬ 
counts without recording the gain on sale of the business and settle- 
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ment with the various parties. The following entry closes the partner¬ 
ship books, although details of the incorporation are not reflected in 
the accounts. 


Accounts Payable. 

Reserve for Bad Debts.. 
Reserve for Depreciation 

Martin, Capital. 

Moore, Capital. 

Cash. 

Accounts Receivable.. 

Inventories. 

Equipment. 


12,000 

400 

16,000 

50,000 

16,200 

8,600 

15,000 

20,000 

50,000 


The follovring entries appear on the separate corporation books: 


Transaction Entry 


To record transfer of assets and liabilities 
from Martin and Moore. 

Accounts Receivable 
Inventories 

Equipment 

Goodwill 

Reserve for Bad Debts 
Reserve for Deprecia¬ 
tion 

Accounts Payable 
Accrued Expenses 
Martin and Moore, 
Vendors 

15,000 

23,500 

75,000 

22,400 

1,000 

22,500 

12,000 

400 

100,000 

To record issuance of stock in payment 

Martin and Moore, 


of net as.sets transferred. 

Vendors 

100,000 


Capital Stock 

100,000 

To record sale of stock for cash. 

Cash 

150,000 


Capital Stock 

150,000 


It may be mentioned that, for income tax purposes, where an 
individual or partners transfer assets and, after such transfer, have 
control of the corporation, the value of such property transferred is 
the same for the corporation as it was for the parties making the 
transfer. For income tax purposes, then, depreciation would continue 
to be reported in terms of cost to the original owner, and any gain or 
loss on the disposal of the asset would be calculated on the basis of 
such cost less sustained depreciation. 

QUESTIONS 

1. What are the four basic rights of stockholders? 

2. Distinguish between: (a) domestic and foreign corporation, (b) stock 
and nonstock corporation, (c) par and no-par stock, (d) unissued and 
treasury stock, (e) convertible and redeemable stock, (f) watered stock 
and secret reserve. 
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3. Name the advantages and the disadvantages applying to no-par 
stock as compared with stock with a par value. 

4. The Dayton Co. pays out dividends at the end of each year as in¬ 
dicated: 1949, $50,000; 1950, $150,000; 1951, $240,000. Indicate the 
amount payable per share on common and preferred stock each year, 
assuming capital structures as follows: 

(a) 200,000 shares of no-par common; 10,000 shares of $100, 6%, non- 
cumulative, nonparticipating preferred. 

(b) 200,000 shares of $10 common; 10,000 shares of $100, 6%,cumulative, 
fully participating preferred, dividends two years in arrears at the 
beginning of 1949. 

(c) 200,000 shares of $10 common; 10,000 shares of $100, 6%, cumulative 
nonparticipating preferred. 

(d) 200,000 shares of $10 common; 10,000 shares of $100, 6%, non- 
cumulative preferred participating up to 7|%. 

5. Name the books and records peculiar to the corporate form of or¬ 
ganization. 

6. The Davidson Corporation is organized with authorized capital as 
follows: 20,000 shares of no-par common and 2,000 shares of 6% preferred, 
par $100. What entries are required for each of the following transactions: 

(a) Assets formerly owned by E. Case are accepted as payment for 6,000 
shares of common. Assets are recorded at values as follows: land, 
$15,000; buildings, $25,000; inventories, $80,000. 

(b) Remaining common stock is sold at 25. 

(c) Subscriptions are received for 2,000 shares of preferred at 105. A 
10% down payment is made on preferred. 

(d) One subscriber for 100 shares of preferred defaults and his down 
payment is retained pending sale of this lot. Remaining subscribers 
pay the balance due and the stock is issued. 

(e) Lot of 100 shares of preferred is sold at 102. Loss on resale is charged 
against the account of the defaulting subscriber, and the down pay¬ 
ment less the loss is returned to him. 

7. Ten shares of Beck, Ltd., with a par value of $100, are subscribed for 
at par. The subscriber defaults after he has paid $450. This stock is 
later sold for $950 cash. What entries are required if (a) no refund is 
made to the defaulting subscriber, (b) a refund is made of the cash paid 
less the discount allowed when the stock is resold. 

8. Staley, Inc. receives authorization to issue 5,000 shares of common 
stock, par $100. Subscriptions are received for 3,000 shares at $105, cash 
is received in full, and the stock is issued, (a) What entries would be 
made if the unissued and authorized accounts are used in recording 
subscriptions? (b) How would the net worth section appear after the 
foregoing transactions? 
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9. The trial balance of a corporation includes the following items: 
Unissued Stock, $60,000; Capital Stock Authorized, $100,000; Discount 
on Stock, $4,000; Subscriptions Receivable, $16,000; Capital Stock 
Subscribed, $40,000. How much cash has been collected from the sale 
of stock? 

10. The Healy Corporation shows the following net worth balances: 
Capital Stock Outstanding, $200,000; Premium on Capital Stock Issued, 
$10,000; and Earned Surplus, $50,000. It purchases 3,000 shares of its 
$10 par-value stock at 10^, recording the acquisition at cost. The state 
in which the Healy Corporation is organized allows the purchase of treas¬ 
ury stock only if the cost is covered by earned surplus. Later, 2,000 
shares of this treasury stock are sold at 12. (a) What entries are required 
to record the above transactions, assuming that treasury stock is recorded 
at cost? (b) Prepare the net worth section of the balance sheet (1) after 
acquisition of the treasury stock and (2) after resale of the treasury stock. 

11. Bill and Bob, Inc., sells 1,000 shares of no-par-value stock for $28,000. 
(a) Give the entry for the sale if (1) the stock has no stated value and 
(2) it has a stated value of $10 per share, (b) In each case, what entry 
would be made if half of the stock is reacquired at $24 a share? 

12. The Miller Corporation, with authorized capital stock of 50,000 
shares, $100 par value, issues 40,000 shares at par. Later a stockholder 
donates 5,000 shares to the corporation. A balance sheet issued by the 
corporation soon after this shows: 


Capital Stock. $5,000,000 

Less Treasury Stock. 1,500,000 

Stock Outstanding. $3,500,000 

Earned Surplus. 500,000 

Net Worth. $4,000,000 


Is this a satisfactory statement? Explain. 

13. Wells, Inc. sells 1,000 shares of its 5% cumulative preferred stock, 
par $100, to its bankers at $120 a share, giving 1 share of common stock, 
par $50, as a bonus with each 2 shares of preferred. The market value 
immediately following the sale is $105 for the preferred. What is the 
entry for the sale? 

14. Bonds of $1,000,000 are sold at face value, 5 shares of common stock, 
par $10, being offered as a bonus with each $1,000 bond. At the time the 
bonds are sold on this basis, stock is selling on the market at $12 per share. 
What entry would be made to record the sale of the bonds? 

15. The Burgess Corporation, in order to remove an operating deficit 
of $35,000, issues 10 shares of no-par-value common stock with a stated 
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value of $5 a share in exchange for each original share of $100 par-value 
common stock. What entry should be made to record the exchange and 
the retirement of 1,000 shares of the old stock? 

16. James, Inc. issued $500,000 of 5% preferred stock on January 1,1949, 
at 102 with a sinking fund provision requiring that there shall be redeemed 
each year an amount of stock equal to 20% of the profits of the preceding 
year. During 1949 James, Inc. made a profit of $160,000, and on January 
2, 1950, created the fund referred to above. On February 3, 1950, it 
purchased and retired 300 shares of the preferred stock at 104. Give 
entries for (a) issuance of stock, (b) establishment of the fund, and (c) 
purchase and retirement of the stock. 

17. The ledger of Farris and Simpson shows the following data on Decem¬ 
ber 31: Assets, $53,000; Liabilities, $23,000; Farris, Capital, $12,000; 
Simpson, Capital, $18,000. The partners decide to sell the business to 
Distributors, Inc., in exchange for 4,000 shares of that corporation’s $10 
par common stock. The market value of the stock at this time is 12. 
What entries are required (a) to record the purchase in the corporation 
accounts and (b) to close the books of the partnership? (c) How many 
shares in the new corporation will be distributed to each partner? 


18. A balance sheet for Miller and Morton, prepared on March 15, 
appears below. Partners share profits in the ratio of 3:1 respectively. 


Cash. 


2,400 

Accounts Payable. 

... 3,400 

Accounts Receivable. . 

6,200 


Miller, Capital. 

... 23,900 

Less Reserve for 
Bad Debts. 

400 

5,800 

Morton, Capital. 

... 19,200 

Inventories. 


10,300 



Equipment. 

25,000 




Less Reserve for De¬ 
preciation of Equip¬ 
ment . 

7,000 

18,000 



Goodwill. 


10,000 





46,500 


46,500 


The Webster Co. issues 4,000 shares of its $1 par stock to the partners 
in exchange for partnership assets other than cash. The corporation also 
agrees to assume firm obligations. On this date the corporation stock 
has a market value of $10 per share. In dissolving the firm Miller agrees 
to take 2,200 shares and Morton 1,800 shares. The firm cash is then 
appropriately divided between the partners. What are the entries to 
record the foregoing on the books of the partnership and on the new books 
of the corporation, assuming that the corporation retains tangible asset 
valuations as shown on the firoi books? 
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PROBLEMS 

1. The Overton Manufacturing Company is incorporated on February 
28 with authorized common stock of $500,000 and 5% cumulative pre* 
ferred stock of $250,000, each class with a par value of $50. 

Subscriptions are taken for 6,000 shares of common stock at $60 a 
share, to be paid for in four installments on March 1, April 1, May 1, and 
June 1. The first installment is paid in full. Subscribers for 200 shares 
default on the second installment, and the amounts already received are 
returned to the defaulting subscribers. The second, third, and fourth 
installments are paid in full on their due dates by the remaining sub¬ 
scribers, and the stock is issued. 

During March, preferred is offered for sale at $60, 1 share of common 
stock being offered as a bonus with each subscription for 10 shares of 
preferred. On this basis subscriptions are received for all of the preferred 
stock. Subscriptions are payable in two equal installments: the first is 
payable during March at the time of subscription and the second is pay¬ 
able at any time prior to June 15. The first installment is paid in full. 
By June 1, $120,000 has been received on the second installment, and 
stock is issued to the fully paid subscribers. 

Instructions: (1) Journalize the transactions given above. 

(2) Prepare a balance sheet as of June 1 reflecting the foregoing. 

2. The Wesley Corporation was organized on October 1 with an authorized 
capital stock of 10,000 shares of 5% cumulative preferred with a $25 par 
value and 200,000 shares of no-par common with a stated value of $10 
per share. During the balance of the year the following transactions re¬ 
lating to capital stock were completed: 

Oct. 1. Subscriptions were received for 50,000 shares of common stock at 
$22.50, payable $10 down and the balance in two equal installments 
due November 1 and December 1. On the same date 10,000 shares 
of common stock were issued to L. R. Wesley in exchange for his 
business. Assets transferred to the corporation were valued as 
follows: land, $100,000; buildings, $65,000; equipment, $25,000; 
merchandise, $86,500. Liabilities of the business assumed by the 
corporation were; mortgage payable, $32,500; accounts payable, 
$22,000; accrued interest on mortgage, $375. No goodwill is recog¬ 
nized in recording the issuance of the stock for net assets. 

Oct. 3. Subscriptions were received for 6,000 shares of preferred stock at 
$30, payable $12 down and the balance in two equal installments 
due on November 1 and December 1. 

Nov. 1. Amounts due on this date were collected from all common and 
preferred stock subscribers. 

Nov. 12. Subscriptions were received for 40,000 shares of common stock at 
24, payable $10 down and the balance in two equal installments 
due December 1 and January 1. 

Dec. 1. Amounts due on this date were collected from all common stock 
subscribers and fully paid stock was issued. The final installment 
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on preferred stock subscriptions was received from all subscribers 
except one whose installment due on this date was $13,600. State 
incorporation laws provide that the company is liable for the return 
to the subscriber of the amount paid in minus the loss on the sub¬ 
sequent resale of the stock. Preferred stock fully paid for was 
issued. 

Dec. 6. Preferred stock defaulted on December 1 was sold for cash at 261. 

Stock was issued, and settlement was made with the defaulting 
subscriber. 

Dec. 20. The corporation reacquired 6,000 shares of common stock on the 
market at 16. Stock that was reacquired was recorded at cost. 

Instructiona: (1) Prepare journal entries to record the foregoing trans¬ 
actions. 

(2) Prepare the net worth section of the balance sheet for the corporation 
as of December 31. 


3. The Marshall Corporation is organized October 1,1949. It is authorized 
to issue the following stock: 

6,000 shares of 6% cumulative, nonparticipating preferred, $100 par. 

100,000 shares of common, $10 par. 

On October 1, 4,000 shares of the preferred stock are subscribed for 
at 106. On October 4, 80,000 shares of common stock are subscribed for 
at lOf. Subscriptions on both common and preferred stock are payable 
25% upon subscription, the balance in three equal installments due 
December 1, 1949, and February 1 and April 1, 1950. Defaults on the 
installment due December 1 are as follows: preferred, 50 shares; common, 
400 shares. Subscriptions are received for defaulted stock as follows: 
preferred, 102; common, 10. Subscriptions on stock that is resold are 
payable 50% upon subscription, the balance in two equal installments 
due February 1 and April 1, 1950. Amounts paid in minus losses on 
the stock resales are returned to defaulting subscribers. The net loss 
from operations by the corporation for the 3-month period ended 
December 31, 1949, is $65,000. 

In February, 1950, the remaining common stock is sold for cash at 
lOJ. Cash is received in payment of remaining installments from all 
subscribers with the exception of one party; this subscriber is unable to 
pay his final 25% installment on preferred. He issues to the corporation 
a note payable in January, 1951, for $13,250, the fourth installment owed. 
Stock is to be issued upon payment of the note. Stock is issued in April 
to all fully paid subscribers. The net loss from operations by the cor- 
portion for the year ended December 31,1950, is $95,000. 

On January 6,1951, cash is received in payment of the note for $13,250, 
and stock is issued. In January, the stockholders agree to the following: 
each share of common stock is to be exchanged for 2 shares of np-par 
common with a stated value per share of $3. The surplus created by the 
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recapitalization is to be used in part to cancel the deficit arising from 
operations of past periods. The exchange is completed in February. The 
net profit after taxes for the year ended December 31, 1951, is $80,000. 
On December 31 dividends are declared on preferred stock for the past 
years, and a dividend of 10 cents a share is declared on the common 
stock. 

Instructions: (1) Prepare journal entries for all transactions given above 
for the Marshall Corporation. (For annual profit or loss, simply give the entry 
to close the profit and loss account to the appropriate net worth account.) 

(2) Construct the net worth sections for the corporation balance sheets 
as of (a) December 31, 1949, (b) December 31, 1950, and (c) December 31, 
1961. 

4. Robertson, Inc. was organized on January 1,1949, and was authorized 
to issue 50,000 shares of no-par stock. Stock was sold during 1949 as 
follows, a stated value of $10 being assigned by the board of directors to 
each share: 


January?. 25,000 shares at $30 

February 12. 10,000 shares at 35 

April 14. 5,000 shares at 40 


The corporation paid regular quarterly dividends of 50 cents a share, 
the first quarterly dividend payable to stockholders of record March 15 
and the remaining dividends at 3-month intervals thereafter during 1949. 
Earnings for the year were $325,000. 

In 1950 the market price of its stock declined and the company re¬ 
acquired its own stock as follows (treasury stock is recorded at cost): 


April 12. 600 shares at $32.50 

May 10. 1,000 shares at 28.00 

June 20. 4,000 shares at 24.00 


The laws of the state provide that earned surplus must be reduced by 
an amount equal to the purchase price of treasury stock. However, 
reductions in earned surplus may be canceled when treasury stock is 
resold and original invested capital restored. 

In 1950 the company paid the first and second regular quarterly 
dividends of 50 cents to stockholders of record March 15 and June 15. 
For the year the company incurred an operating loss of $50,000. 

In 1951 business conditions improved and the company, in order to 
obtain funds for expansion purposes, resold the 4,000 shares of treasury 
stock acquired June 20,1950, as follows: 


February 6. 3,000 shares at $32 

Junel. 1,000 shares at 36 
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During 1951 the corporation paid regular dividends of 50 cents a share 
to stockholders of record March 15 and at quarterly intervals thereafter. 
The profit for the year was $150,000. 

Instructions: (1) Prepare journal entries to record the above transactions. 
(For annual profit or loss figures, simply give the entry to close the profit and 
loss account to the appropriate net worth account. Assume that dividends 
are paid on record dates and that treasury stock is recorded at cost.) 

(2) Construct the net worth section of the balance sheet for the corporation 
as of December 31, 1949, December 31, 1950, and December 31, 1951. 


5. Arlen and Bell, partners, who share profits and losses in a ratio of 3: 
2 respectively, wish to retire from active participation in their manu¬ 
facturing business and decide to form a corporation to take over the firm 
assets. The partnership balance sheet prepared on March 1 appears below: 


ARLEN AND BELL 
Balance Sheet 
March 1, 1949 


Assets 

Liabilities and Net Worth 

Cash. 

Notes Receivable. ... 
Accounts Receivable 

Inventories. 

Machinery. 

Less Reserve for 
Depreciation. 

80,000 

56,000 

24,000 

11,000 

60,000 

66,500 

24,000 

Notes Payable. 

Accounts Payable. 

Wages Payable. 

Arlen, Capital. 

Bell, Capital. 

. 6,000 

. 45,000 

. 1,500 

. 71,000 

. 95,000 

Building. 

Less Reserve for 
Depreciation. 

45,000 

32,000 

13,000 



Land. 


20,000 



Total Assets. 


218,500 

Total Liab. and Prop. 

.... 218,500 


The partners, together with Cole and Drucker who wish to join the 
new enterprise, agree to the following: 

(a) The corporation that is to be formed shall be known as the American 
Manufacturing Corporation, and its authorized stock shall consist 
of 50,000 shares of common stock, par $5, and 2,000 shares of 6J% 
preferred stock, par $100. 

(b) Partnership assets other than cash are to be transferred to the cor¬ 
poration and the liabilities are to be assumed by the corporation. 
The corporation is to issue all of its preferred stock in payment for 
net assets acquired. (It is assumed that the stock is worth par value.) 
The stock is to be divided equally between Arlen and Bell, and the 
partnership cash is then to be withdrawn by the partners in settle¬ 
ment of their equities. The corporation records firm properties other 
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than plant and machinery at book value. Plant and machinery are 
recorded at current sound values as follows: 

Machinery.$30,000 

Buildings. 25,000 

Land. 40,000 


(c) Cole shall take charge of the organization of the corporation and 
shall be allowed 5,000 shares of common stock in full payment for 

. his services. 

(d) Drucker, who owns desirable patent rights, shall be given 10,000 
shares of common stock upon transfer of these rights to the corpora¬ 
tion. 

The American Manufacturing Corporation is incorporated on March 
1 when the foregoing takes place. 

Instructions: (1) Prepare the entries to record the transfer of assets and 
liabilities to the corporation, and the distribution of stock and cash on the 
partnership books. (Show the revaluation of assets on the firm books.) 

(2) Prepare the entries for the separate corporation books. 

(3) Prepare a balance sheet for the corporation on March 1 after all of 
the foregoing transactions have taken place. 






CHAPTER XIV 

SURPLUS 


NATURE OF SURPLUS The difference between a corporation’s assets 

and liabilities is its proprietorship or net 
worth, the owners’ equity in corporate assets. The amount by which 
net worth exceeds the value assigned to capital stock is known as 
surplus. In its most elemental form the surplus item is the meeting 
place of the balance sheet accounts and the profit and loss statement 
accounts. The balances of the profit and loss accounts period after 
period are closed into surplus. Distributions of profits in the form of 
dividends reduce surplus. As a result, the surplus balance represents 
the net accumulated reinvested earnings of the corporation. 

If the nature of surplus were as simple as indicated in the preceding 
paragraph, there would be little confusion in its interpretation as well 
as in its use. However, a number of factors tend to complicate the 
nature of surplus, and these must be recognized in the analysis and 
the use or disposition of this item. Among these are: the legal nature 
of paid-in .capital, a portion of which may be defined as surplus; trans¬ 
actions between the corporation and its stockholders that affect sur¬ 
plus; revaluation of assets that create unrealized surplus; recapitaliza¬ 
tions that result in transfers between capital stock and surplus; the 
legal requirements affecting surplus in the protection of owner and 
creditor groups; and the legal and contractual limitations upon the 
use of surplus for dividends. Today, surplus is one of the most difficult 
items on the balance sheet to define. Because of this difficulty, it is 
misunderstood and often misleads those who attempt to interpret 
balance sheets. Surplus deserves careful and searching consideration. 

CLASSIFICATION OF Surplus is normally classified according to 
SURPLUS source. Surplus originates from (1) capital 

contributions and the results of transactions with stockholders, (2) 
external economic conditions resulting in asset revaluation, and (3) 
operations involving the sale of goods and services. The first type is 
called paid-in surplus. The surplus arising from revaluation is called 
appraisal surplus. The third type is known as earned surplus. The 
first two classes, representing surplus arising from sources other than 
earnings, are frequently referred to as capital surplus. Earned surplus 
may be reported in two parts. The portion of earned surplus that is 
to be considered as unavailable for dividends is shown as appropriated; 
the balance of earned surplus is shown as unappropriated or free. While 
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normally separate accounts should be maintained in the ledger for 
every surplus item, the various surplus accounts are generally sum¬ 
marized for balance sheet purposes under the class headings just 
indicated. 

Even though legal requirements may provide for a separation of the 
stockholder’s contribution into the two elements, capital stock and 
surplus, it would still appear desirable to relate these elements in the 
net worth section and thus distinguish between contributed capital 
and capital arising from earnings. While paid-in surplus is not subject 
to the same legal restrictions as that part of the investment given the 
legal status of capital stock, it should nevertheless be recognized for 
what it represents — a part of the stockholders’ investment. If capital 
stock and paid-in surplus are to be related on the balance sheet, the 
net worth section may be stated as follows: 

Net Worth: 

Contributed Capital: 

Capital Stock. 1,000,000 

Paid-in Surplus. 400,000 1,400,000 

Earned Surplus: 

Appropriated. 150,000 

Unappropriated. 500,000 650,000 

Total Net Worth. 2,050,000 

The prevailing practice, however, is to report paid-in surplus as 
a separate classification, thus distinguishing between capital stock as 
defined by law and the other net worth items, in the following manner: 

Net Worth: 

Capital Stock. 1,000,000 

Paid-in Surplus. 400,000 

Earned Surplus: 

Appropriated. 150,000 

Unappropriated. 500,000 650,000 

Total Net Worth. 2,050,000 


Sometimes net worth is divided into only two sections, capital 
stock and surplus. When this is the case, paid-in surplus and earned 
surplus appear as subdivisions of the surplus total, as follows: 

Net Worth: 

Capital Stock. 1,000,000 

Surplus: 

Paid-In. 400,000 

Earned: 

Appropriated. 150,000 

Unappropriated. 500,000 650,000 1,050,000 

Total Net Worth. 2,050,000 
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Where there is revaluation surplus, this should be reported as a 
separate class of surplus in the net worth section. 

PAID-IN SURPLUS Transactions between the corporation and 

its stockholders affecting surplus were de¬ 
scribed in the preceding chapter. Amounts received on the sale of 
stock in excess of par or stated value, forfeits, assessments, stock do¬ 
nations, and net credit excesses resulting from dealings in treasury- 
stock comprise the company’s paid-in surplus. Discounts arising from 
the sale of stock at less than par value or net debit excesses resulting 
from dealings in treasury stock are regarded as negative paid-in sur¬ 
plus elements and subtracted from positive paid-in surplus balances 
in reporting the net paid-in surplus on the balance sheet. Surplus aris¬ 
ing from contributions by outsiders, such as property donated by a 
municipality, may be regarded as a part of paid-in surplus or may be 
reported as a separate class of surplus if desired. 

Paid-in surplus has become increasingly important with the intro¬ 
duction of no-par stock with a stated value. When par stock was sold 
at a premium, the amount of the paid-in surplus was normally a rela¬ 
tively small percentage of the total price; in the case of no-par stock 
with a stated value, however, the paid-in surplus may be several times 
as large as the credit to capital stock. For example, the sale of 10,000 
shares of stock, par $25, sold at $30, results in capital stock of $250,000 
and paid-in surplus of $50,000; the sale of 10,000 shares of no-par stock, 
stated value $10, sold at $30, produces a capital stock balance of 
$100,000 and a paid-in surplus of $200,000. 

While the prevailing practice is to show a single total for Paid-in 
Surplus on the balance sheet, the separate accounts reporting dif¬ 
ferences in origins of such paid-in amounts appear in the ledger. Such 
accounts include: 


PAID-IN SURPLUS ACCOUNT 

Premium on Stock or Paid-in Surplus 
on Capital Stock. (Cr). 

Discount on Stock (Dr.) 

Surplus from Forfeited Subscriptions(Cr.) 
Surplus from Recapitalization (Cr.) 

Surplus from Reduction in Stated Value 
or Reduction Surplus (Cr.) 

Surplus from Assessments (Cr.) 

Donated Surplus (Cr.) 

Treasury Stock Surplus (Dr. or Cr.) 


SOURCE 

Sale of stock at a premium or in excess 
of a stated value. 

Sale of stock at a discount. 

Forfeit of subscription payments. 

Exchange of stock with a par value for 
stock of a lower par value or for no-par 
stock with a lower stated value. 

Reduction in the stated value of no-par 
stock. 

Receipt of assessments levied on stock¬ 
holders. 

Receipt of stock or properties as donation. 

Purchase and sale of treasury stock at 
amounts other than original issuance 
price. 
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Reductions should be made to a paid-in surplus account balance 
only when a transaction is directly related to the paid-in surplus item 
or when there is some express authorization for such a reduction in 
the item. For example, a premium on capital stock balance should 
not be used as an offset against a capital stock discount balance; 
however, it is appropriate to cancel a premium balance upon the re¬ 
acquisition by the corporation and the retirement of the issue to 
which the premium is related. Also, a deficit should not be closed into 
a paid-in surplus balance, but a deficit may be applied against surplus 
from recapitalization created for such an express purpose. Purchases 
and sales of treasury stock resulting in decreases and increases in 
paid-in surplus are properly reported as debits or credits in the treasury 
stock surplus account, the balance of this account reporting the net 
change in paid-in surplus from this class of transactions. 

In the absence of earned surplus, paid-in surplus accounts are 
sometimes charged with operating losses. However, for a full and 
accurate statement of financial position and operating results, the 
paid-in surplus, as well as a deficit resulting from unprofitable opera¬ 
tions, must be reported. 

Corporation laws of the state may place no restrictions upon the 
use of paid-in surplus for dividends. When surplus other than earned 
is used as a basis for dividend declaration, however, full disclosure of 
the source of such distributions should be made in the dividend an¬ 
nouncements and accounting reports, since stockholders normally 
assume that dividends represent a distribution of corporate earnings. 

APPRAISAL SURPLUS The problems and procedures involved in re¬ 
cording an increase in plant assets after their 
valuation by independent appraisers and the authorization for use of 
this information in the accounts by the board of directors were de¬ 
scribed in Chapter X. Charges to assets for increases established by 
appraisal were accompanied by credits to appraisal surplus accounts. 
Such surplus is separately designated in the net worth section. The 
reader of the balance sheet is thus made aware of the fact that property 
items are stated at amounts in excess of cost and that this has resulted 
in an unrealized surplus element. 

Where depreciation is reported on the basis of appraised value, 
transfers can be made periodically from revaluation surplus balances 
to Earned Surplus so that this account is corrected to show the balance 
legally earned and available for dividends. When the asset is fully 
depreciated, the full amount of the appraisal surplus will have been 
transferred to earned surplus. However, as already suggested, if re- 
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placement of fixed assets is to be made at a higher price level, it may 
be desirable to leave Earned Surplus unchanged, dividends thus being 
limited to income after depreciation reported on replacement values. 
Assuming asset replacement at the higher cost level, appraisal surplus 
should be disposed of by either of the following actions: 

(1) Transfer of the revaluation surplus balances to the account 
Reserve for Increased Investment in Plant may be made. The reserve 
account would be considered, in effect, earned surplus permanently 
appropriated in view of the fact that funds resulting from earnings 
have been permanently tied up in plant. 

(2) A stock dividend may be declared out of appraisal surplus. 
This would effect an increase in the legal capital to accompany the use 
of funds acquired through earnings for an increased investment in 
plant. 

Where depreciation is recorded at cost, it was suggested that a 
periodic appropriation of earnings may be desirable if funds resulting 
from earnings are to be available for asset replacements at higher 
costs. Such surplus appropriation may be considered permanent as 
in (1) above, or may be used as a basis for stock dividends as in (2) 
above. 

If a nondepreciable asset is increased, appraisal surplus remains 
on the books until the disposal of the asset. Disposal of the asset re¬ 
sults in cancellation of the asset balance at appraised value, cancellation 
of the related appraisal surplus, and recognition of a realized gain or 
loss based upon cost. This was illustrated on page 242. 

EARNED SURPLUS Earned surplus is increased by earnings from 

the sale of commodities or services and is 
reduced by losses from these sources. Earned surplus is also affected 
by (1) extraordinary gains and losses, such as gains or losses on the 
sale of securities or plant assets, losses on bond refunding, and ar¬ 
bitrary write-downs of goodwill and other intangibles; and (2) correc¬ 
tions in profits of prior periods. As previously indicated, these two 
classes of items may be recorded in separate accounts that are shown 
under an appropriate heading on the statement of profit and loss, or 
they may be recorded directly in Earned Surplus and reported on the 
surplus statement. 

Corporate earnings arise only from transactions with individuals 
or businesses outside of the company. No profit is recognized in the 
manufacture of machinery or other plant items for a company’s own 
use, even though the cost of manufacturing is below the market price 
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of similar assets. This is simply regarded as a savings in cost. No earn¬ 
ings are recognized on transactions with stockholders involving treasury 
stock; purchase of treasury stock is considered a payment of funds 
to stockholders in the reduction of corporate capital, and sale of 
treasury stock is considered a receipt of funds from stockholders in 
the expansion of net worth. 

The earnings of a corporation may be distributed to the stockholders 
or they may be retained to provide for expanding operations, which 
in turn should make available even larger distributions at a later date. 
When earnings are retained, they may be appropriated so as to be 
reported as unavailable for dividend declaration. Appropriations may 
be returned to Earned Surplus after the purpose of the appropriation 
has been fulfilled. 

dated earned Any profits earned after a corporate recapi- 

SURPLUS talization should be separately summarized 

and reported on the balance sheet as Earned Surplus dating from the 
time of recapitalization when its accumulation began. Or, when signifi¬ 
cant losses and write-downs have been charged to Earned Surplus, any 
profits retained thereafter should be separately reported and dated as 
of such time. 

Dated earned surplus seeks to inform investors and others more 
definitely regarding the nature of the Earned Surplus shown on the 
balance sheet. To illustrate, assume that the Allen Sales Company 
is reorganized in 1942, a reduction in bonds payable and preferred stock 
and a change in common stock from $100 par to no-par being made. 
After all the stock changes are effected, there remains a surplus bal¬ 
ance of $1,500,000. Since this balance was created in large part out 
of changes in the capital structure, the corporation credits subsequent 
earnings to an earned surplus account, dated January 1, 1942. The 
balance sheet on December 31, 1950, shows two surplus items, the 
balance of $1,500,000 on the date of reorganization, and a second bal¬ 
ance representing undistributed earnings since January 1, 1942, 
$2,500,000. 

DIVIDENDS Dividends are classified in accordance with 

the medium of payment as (1) cash dividends, 
(2) scrip dividends, (3) stock dividends, and (4) property dividends. 
They may also be classified as to source, with liquidating dividends 
representing a return of invested capital and the source of all other 
dividends presumably being earnings. 
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Cash Dividends. The most common of dividends is a cash 
dividend, which provides a cash return to holders of capital stock. For 
the corporation, such dividends involve a reduction in surplus and in 
the current asset Cash. A current liability for dividends payable is 
recognized on the declaration date and is canceled when dividend 
checks are distributed to stockholders. Entries to record the declara¬ 
tion and the payment of dividends are: 

Earned Surplus. 100,000 

Dividends Payable. 100,000 

Dividends Payable. 100,000 

Cash. 100,000 

In declaring dividends, the board of directors must look beyond 
the amount indicated by the surplus account to the limitations set by 
the current position and the cash balance. For example, a corporation 
may have an earned surplus balance of $500,000. If, however, it has 
cash of only $150,000, it will not be able to pay a $500,000 dividend 
unless certain current assets can be converted into cash or cash is bor¬ 
rowed for this purpose. If the necessary cash balance for regular 
operations is $100,000, the cash immediately available for dividend 
payment is only $50,000. While the earned surplus is adequate for the 
declaration of dividends of $500,000, the amount distributable at this 
time is limited to one tenth of this figure, since the profits retained are 
not available for such distribution. 

Scrip Dividends. If the corporation has surplus that may be used 
as a basis for dividend declaration but does not have sufficient funds 
at the time for a cash dividend, it may declare a scrip dividend, which 
consists of a written promise to pay a certain amount at some future 
date. Stockholders are thus provided currently with an instrument 
that they may discount for cash, if they wish, provided the credit of 
the corporation is satisfactory. Such dividends are found rather in¬ 
frequently. 

Assuming that a scrip dividend providing for a cash payment six 
months hence is declared, an entry is made as follows: 

Earned Surplus. 160,000 

Scrip Dividend Payable. 160,000 

When the scrip matures, the entry is: 

Scrip Dividend Payable.. 160,000 

Cash. 160,000 

Stock Dividends. If corporation earnings have been reinvested and 
operations have been expanded, it may be advisable for the boaid of 
directors to declare a stock dividend, which results in a permanent 
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withholding of surplus that might have been used as a basis for the 
distribution of cash or other properties. In recording a stock dividend, 
surplus is reduced and capital stock is increased. To illustrate, assume 
that a corporation with capital stock of $1,000,000 has retained earn¬ 
ings until the earned surplus balance is $750,000. A large part of the 
earnings has been applied to the expansion of plant and equipment. 
The board of directors decides to declare a 50 per cent stock dividend. 
As in the case of the cash dividend, two entries are involved, one at 
the time the dividend is declared and another at the time the stock 
is issued. The entries are: 


Earned Surplus. 500,000 

Stock Dividend Payable. 500,000 

Stock Dividend Payable. 500,000 

Capital Stock. 500,000 


If a balance sheet is prepared after the declaration of a stock divi¬ 
dend but before its payment. Stock Dividend Payable is reported in 
the net worth section as an addition to Capital Stock Outstanding. 
By the declaration of the dividend, the corporation has reduced its 
surplus and is committed to the increase of capital stock. The difference 
between capital stock authorized and the sum of (1) capital stock 
issued, (2) capital stock subscribed, and (3) stock dividends payable 
represents the balance of stock which the corporation may still sell. 

Stock dividends should be distinguished from stock splits mentioned 
in the previous chapter. A stock dividend transfers a portion of sur¬ 
plus to capital stock. The value assigned to each share remains the 
same. A stock split merely divides the existing capital stock balance 
into more parts, thus having no effect upon surplus available for 
future dividends. 

Properly Dividends. Property dividends are dividends payable in 
some asset other than cash. This property is commonly some security 
owned by the corporation. The corporation thus transfers to the stock¬ 
holders its ownership interest in such securities. A property dividend 
avoids the necessity of sale of assets for the payment of dividends. 
To illustrate, assume that the State Oil Corporation owns 100,000 
shares in the Valley Oil Co. that cost $10,000,000 and it is desired to 
distribute this holding to the stockholders of the State Oil Corporation. 
If there are 1,000,000 shares of State Oil Corporation outstanding, it 
is possible to declare a dividend of iV of a share of Valley Oil Co. on 
each share of State Oil Corporation stock outstanding. The entries 
for the declaration and payment of the dividend are: 
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Earned Surplus. 10,000,000 

Dividend Payable in Stock of Valley Oil Co. 10,000,000 

Dividend Payablein Stock of Valley Oil Co.... 10,000,000 
Investment in Stock of Valley Oil Co. 10,000,000 


Liquidating Dividends. A corporation may declare a liquidating 
dividend when the company is dissolving and the dividend is to be 
considered a partial distribution of the company assets in cancellation 
or redemption of the stock outstanding. Such distributions on the 
books of the corporation reduce surplus until surplus is exhausted and 
thereafter represent a reduction of the capital stock balance. Instead 
of actually debiting Capital Stock, however, it would be possible to 
charge a separate account for the impairment in legal capital, this 
balance to be subtracted from the capital stock balance in the prepara¬ 
tion of balance sheets during the course of liquidation. The investor 
should treat liquidating dividends as payments in exchange for the 
stock. Receipts of liquidating dividends are recorded by debits to 
Cash and credits to the investment account until the full cost of the 
stock is recovered. Any amount received in excess of the investor's 
cost is reported as profit on the investment. If complete liquidation 
results in the recovery of less than cost, the difference represents a loss. 

Corporations owning wasting assets that are not being replaced 
may regularly declare dividends that are in part a distribution of 
current profits and in part a distribution of the corporation’s invested 
capital. Entries on the corporation books for such dividend declara¬ 
tions should reflect the decrease in the two net worth elements. This 
analysis should also be reported to stockholders in statements accom¬ 
panying the dividend checks. The investor will recognize the profit 
distribution portion of the dividend as income, the liquidating portion 
as a reduction in the investment account balance. 

Preferred Dividends. When dividends on preferred stock are cumu¬ 
lative, the payment of a definite rate of return on this class of stock 
is necessary before any dividends may be paid on common. Where it 
is the regular practice of the board to declare dividends on the pre¬ 
ferred, the accrued portion of the dividend is sometimes reported on 
the balance sheet as a current liability though no action has been taken 
by the board of directors. The working capital position of the com¬ 
pany is thus more fairly shown in view of the intent of the company to 
declare the regular dividend. When the board of directors fails to 
declare dividends on cumulative preferred stock, information con¬ 
cerning the amount of dividends in arrears should be reported paren¬ 
thetically or in footnote form on the balance sheet to provide full 
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disclosure of the status of preferred and common stockholders. Divi¬ 
dends in arrears are not recognized as a liability of the corporation, 
for no legal obligation to pay a dividend exists until its declaration. 
Dividends in arrears have been called a quasi-liability of the common 
stockholders. 

The board of directors may pay a portion of a cumulative pre¬ 
ferred dividend or a portion of the total in arrears. For example, 2 
per cent may be paid annually on 7 per cent cumulative preferred 
stock, allowing 5 per cent to accumulate for future payment. Or a 
payment of $15 may be made on cumulative dividends in arrears of 
$50, leaving $35 as the balance in arrears. 

Extra Dividends. In the case of common stock, a corporation may 
establish a policy of regular dividends and provide for greater payments 
through extra dividends when earnings warrant additional distribu¬ 
tions. For example, a corporation may have a regular rate of 50 cents 
a quarter or $2 a year per share on common stock. In a particular 
quarter it may wish to declare a dividend of 80 cents a share. Such a 
dividend would be expressed as a 50-cent regular plus a 30-cent extra 
dividend. 

Dividends on No-Par Stock, Cash dividends on no-par stock must 
be expressed as an amount per share, since a par value figure upon 
which a percentage may be applied is lacking. It is also the prevailing 
practice to express dividends on par-common in the same manner. 
This leaves only par-preferred dividends to be designated by a per¬ 
centage based upon par, such as 6 per cent preferred stock. 

Where no-par stock is outstanding and the corporation desires to 
transfer an amount from earned surplus to capital stock, there is no 
need actually to declare a stock dividend. The corporation can simply 
take action to raise the stated value of the no-par stock. An entry such 
as the following is made on the books: 

Earned Surplus. 

Capital Stock. 

To raise $5 stated value on 100,000 shares of 
no-par stock to $10 in accordance with reso¬ 
lution by board of directors. 

The Formal Dividend Announcement. Three dates are essential in 
the formal dividend statement: (1) date of declaration, (2) date of 
payment, and (3) date of stockholders’ record. Dividends are made 
payable to stockholders of record as of a date that follows the date of 
declaration and precedes the date of payment. The announcement of 


600,000 

500,000 
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a formal dividend declaration would read, “The Board of Directors 
of the Forrest Co. at their meeting on November 5,1948, declared the 
regular quarterly dividend on outstanding common stock of 50 cents 
per share, payable on January 15, 1949, to stockholders of record at 
the close of business, December 20,1948.” The liability for dividends 
payable is recorded on the declaration date and is canceled on the 
payment date. No entry is required on the record date, but a list of 
the stockholders who are to receive pajonent on January 15 is made up 
as of the close of business December 20. A full record of the dividend 
declaration should be made in the minute book. 

Source of Dividends. It is reasonable to assume that dividends 
have a closer relationship to current earnings than to those of past 
years. This would suggest that dividends be charged to current profit 
and loss rather than to surplus. Dividends Declared may be debited 
instead of surplus and the dividend declared account may be closed 
into the profit and loss account before the latter is closed into Earned 
Surplus. Dividends would be reported as a subtraction item at the 
bottom of the profit and loss statement, the balance on the statement 
then representing the net change in earned surplus for the period 
after subtracting dividends from net income. Such a practice provides 
a direct comparison between the earnings and dividends in any one 
period. A number of corporate reports now show dividends as a dis¬ 
position of current profits. 

APPROPRIATED Appropriations of earned surplus may be 

SURPLUS required as a result of a contract between 

the corporation and an outside group or as a result of state legal re¬ 
quirements. For example, if the corporation has bonds outstanding, 
it may have contracted with the bondholders to reserve annually a 
specified amount or a certain percentage of earnings; an appropriation 
is made here under the requirement of the bondholders’ contract. Or, 
the corporation may be buying back its outstanding stock. When the 
laws of the state require that the par or stated capital figure should 
not be reduced through such treasury stock purchase, it is necessary 
to appropriate out of surplus an amount equal to that expended. 

In other cases the appropriations may be entirely discretionary 
with the board of directors. The board, in anticipating certain events 
or contingencies or in carrying out a plan for expansion, may ap¬ 
propriate a part of surplus to provide for these. Appropriations of 
surplus do not decrease net worth. Amounts are merely transfeired 
from earned surplus available for dividends to surplus accounts that 
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are to be considered as unavailable for dividend declaration. The 
entry to record an appropriation of surplus follows: 

Earned Surplus. 100,000 

Reserve for Plant Extension. 100,000 


The appropriation of amounts from earned surplus is not a guar¬ 
antee that cash will be available to carry out the purpose that may be 
designated by the appropriation. Funds equal to the appropriation 
may have been applied to the enlargement of plant, to the reduction 
of corporate indebtedness, or to the increase of working capital, in¬ 
cluding, perhaps, the increase of cash. The appropriation of surplus 
merely insures the retention by the business of a net asset increase 
resulting from corporate earnings. 

Appropriated surplus accounts and the purpose for which such bal¬ 
ances are created appear below: 

APPROPRIATED SURPLUS 
ACCOUNT 

Reserve for Bond Retirement 
Reserve for Bond Sinking Fund 


[Reserve for Redemption of Preferred 
( Stock 

[Reserve for Preferred Stock Redemp- 
[ tion Fund 

Reserve for Treasury Stock 


j Reserve for Plant Extension 
\Reserve for Plant Extension Fund 


[Reserve for Possible Inventory Decline 
] Reserve for Fire Losses 
[Reserve for Contingencies 

[Reserve for Increased Working Capital 
j Reserve for Increased Investment in 
[ Plant 


PURPOSE 

To retain earnings for additional se¬ 
curity to bondholders or for use in 
connection with a sinking fund plan 
for bond redemption. 

To retain earnings for use in the retire¬ 
ment of preferred stock or for use in 
connection with a sinking fund plan 
for stock retirement. 

To retain earnings equal to the re¬ 
duction in capital stock, thus main¬ 
taining capital at original stated 
balance. 

To retain earnings for use in the ex¬ 
pansion of plant or for use in connec¬ 
tion with a sinking fund plan for plant 
extension. 

To retain earnings for use in meeting 
possible future losses. 


To appropriate surplus where net assets 
resulting from earnings have been ap¬ 
plied to some particular business pur¬ 
pose and thus are unavailable for divi¬ 
dends. 


Terms of an agreement between the corporation and bondholders 
or stockholders, or statutory requirements of the state of incorporation, 
are usually responsible for the establishment of a reserve for bond 
sinking fimd, a reserve for preferred stock redemption fund, or a reserve 
for treasury stock as listed. However, where not actually required, 
these may be set up voluntarily by the board of directors as a part of 
a policy of retaining net assets resulting from earnings. The remaining 
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reserves listed above are normally created at the discretion of the 
board of directors. 

Appropriated surplus balances may be returned to surplus, trans¬ 
ferred to capital stock, or retained as appropriations indefinitely. The 
disposition of the reserve depends upon the nature of the appropriation. 
For example, a reserve for contingencies may be returned to earned 
surplus when the contingency does not materialize or when the loss 
takes place and is charged to operations or to Earned Surplus. To 
illustrate, assume that a reserve for contingencies is established in 
anticipation of possible additional income tax assessments. Assuming 
that such tax assessments materialize, entries would be made as 
follows: 


To establish reserve: 

Earned Surplus. 100,000 

Reserve for Contingencies (Possible Addi¬ 
tional Income Tax Assessments). 100,000 

To record additional tax assessment and its payment: 

Corrections in Profits of Prior Periods - Addi¬ 
tional Income Tax Assessments (or Earned Sur¬ 
plus). 89,500 

Income Tax Assessments Payable. 89,500 

Income Tax Assessments Payable. 89,500 

Cash. 89,500 

To record return of appropriation to earned surplus: 

Reserve for Contingencies (Possible Additional 

Income Tax Assessments). 100,000 

Earned Surplus. 100,000 


Bond reserves may be returned to earned surplus where reserves 
are created simply to retain earnings in the business and thus to in¬ 
crease the protection afforded bondholders. However, if the proceeds 
from the bond issue have been used for expansion purposes and earn¬ 
ings subsequently withheld have been used to retire bonds, the ex¬ 
pansion has, in effect, been financed by profits, and earnings are not 
available for dividends. Under these circumstances it would be reason¬ 
able to (1) transfer the bond reserve to a reserve for increased invest¬ 
ment in plant, which may be carried indefinitely as a surplus ap¬ 
propriation, (2) use the bond reserve as a basis for a stock dividend, 
or (3) transfer the reserve balance to the capital stock account, thus 
resulting in a permanent capitalization of profits. Similar procedures 
may be followed in disposing of a reserve for plant extension ^ter 
funds have been used for the increase in plant. 
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State laws normally permit the return of a reserve for treasury 
stock to earned surplus upon formal retirement or the resale of treasury 
stock. In the case of reserves for the redemption of preferred stock, 
disposition of balances may be left to the board of directors, circum¬ 
stances determining what course should be followed. Where earnings 
have been employed for the permanent increase of working capital 
or plant, reserves for such purposes may be considered as permanent 
appropriations or these balances may be transferred to the capital 
stock account by appropriate action. 

THE SURPLUS All persons who desire to be completely in- 

formed on the financial position and the finan¬ 
cial progress of a corporation will require full information accounting 
for the change in corporation surplus balances on successive balance 
sheets. When the change in surplus for the period can be explained 
by simply considering profits and dividends, a reconciliation of surplus 
can be provided in the surplus section of the balance sheet. Ordinarily, 
however, there are a number of factors to be recognized in accounting 
for the change in surplus. When this is the case, a separate surplus 
statement is prepared. 

The nature and form of the surplus statement depends upon the 
method of treating extraordinary items and corrections. When these 
items are not reported on the statement of profit and loss but are con¬ 
sidered as affecting surplus directly, this detail is reported on the sur¬ 
plus statement. When changes have taken place in paid-in and reva¬ 
luation surplus balances, separate statements may be prepared to ex¬ 
plain the changes in each of these classes of surplus. If the profit and 
loss statement includes extraordinary items and corrections, the sur¬ 
plus statement is relieved of considerable detail. 

Although the forms of the surplus statements vary greatly, the 
following rules should be observed in surplus statement construction: 

(1) Paid-in, appraisal, and earned surplus changes should be displayed 
separately. 

(2) The opening figures should agree with the balance sheet balances 
at the beginning of the period; the final figures should agree with the 
ending balances. 

(3) Earned surplus should be clearly divided into appropriated and un¬ 
appropriated sections. 

(4) Items should be classified and listed in some consistent order. 

Representative forms that might be employed in the preparation of 
surplus statements are illustrated on the following pages. 
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Assuming that the statement of profit and loss reports extraordinary 
items and corrections: 


GENERAL MANUFACTURING COMPANY 
Statement op Profit and Loss 
Fob Year Ended December 31,1949 


Sales. 


1,500,000 



Net Income for Year. 120,000 

Add Extraordinary Gains, Other Increases: 

Gain on Sale of Securities. 35,000 


166,000 

Deduct Extraordinary Losses, Other Decreases: 

Loss on Sale of Equipment. 6,000 

Organization Expense Write-Down. 40,000 

Corrections in Profits of Prior Periods: 

Understatement of Depreciation Charges, 1947-1948 20,000 66,000 


Increase in Earned Surplus. 90,000 


GENERAL MANUFACTURING COMPANY 
Statement of Surplus 
Fob Year Ended December 31, 1949 



1 

Earned Surplus 


Paid-In 

Surplus 

Appro- 

Unappro- 

Balances, January 1, 1949. 

260,000 

priated 

110,000 

priated 

200,000 

Sales of treasury stock, cost $20,000, for 

$36,000 in 1949. 

Increase in earned surplus for year per 

statement of profit and loss. 

Cash dividends. 

Earnings appropriated to reserve for 
contingencies. 

16,000 

35,000 

90,000 

50,000 

85,000 

Return to earned surplus of earnings 
previously restricted through owner¬ 
ship of treasury stock. 


20,000 

20,000 

Balances, December 31,1949, per balance 




sheet. 

276,000 

125,000 

225,000 


If there were an appraisal surplus balance, a separate column 
could be included on the statement of surplus to summarize changes 
in this class of surplus. 
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Assuming that the statement of profit and loss reports only net income 
from recurring items: 

GENERAL MANUFACTURING COMPANY 
Statement of Profit and Loss 
For Year Ended December 31, 1949 

Sales. 1,500,000 


Net Income for Year 


120,000 


GENERAL MANUFACTURING COMPANY 
Statement of Earned Surplus 
For Year Ended December 31, 1949 


Appropriated Earned Surplus: 

Reserve for Treasury Stock, Balance, January 

1,1949. 60,000 

Deduct return to earned surplus of earnings 
previously restricted upon sale of treasury 
stock in 1949 (see below). 20,000 40,000 

Reserve for Contingencies, Balance, January 1, 

1949. 50,000 

Add appropriation in 1949 (see below). 35,000 85,000 

Total Appropriated Earned Surplus, December 31, 1949. . . . 125,000 

Unappropriated Earned Surplus: 

Balance, January 1, 1949. 200,000 

Add: Net income for 1949 per statement of profit 

and loss. 120,000 

Gain on sale of securities. 35,000 

Transfer from Reserve for Treasury Stock (see 
above). 20,000 

375.000 

Deduct: Loss on sale of equipment. 5,000 

Organization Expense write-down 40,000 
Corrections in profits of prior 
periods: 

Understatement of deprecia¬ 
tion charges, 1947-1948. 20,000 

Cash dividends... 50,000 

Transfer to Reserve for Contin¬ 
gencies (see above). 35,000 150,000 


Total Unappropriated Surplus, December 31, 1949. 225,000 


350,000 


Total Earned Surplus, December 31, 1949, per balance sheet 
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GENERAL MANUFACTURING COMPANY 
Statement op Paid-In Surplus 
For Year Ended December 31, 1949 

Balance of surplus arising from sale of no-par stock in excess of stated 


value prior to January 1, 1949. 260,000 

Add increase arising from sale of treasury stock, cost $20,000, at 

$36,000 in 1949. 16,000 

Total Paid-In Surplus, December 31,1949, per balance sheet. 276,000 


With an appraisal surplus balance, a separate statement could be 
prepared to summarize changes in this class of surplus. 


NET WORTH ON THE 
BALANCE SHEET 


The principles of balance sheet form and 
content as discussed in the preceding chapters 


are illustrated in the balance sheet for the General Manufacturing 


Company on pages 362 and 363. Special attention is directed to the 


balance sheet net worth section, which is related to the supporting 


profit and loss and surplus statements shown in the preceding section. 


The following points on the balance sheet deserve special attention: 

(1) The various classes of capital stock are reported separately and 
described in detail, and information is offered concerning amounts 
authorized, issued, and held in the treasury. 

(2) The first preferred stock is convertible into common at the option 
of the stockholders on the basis of three shares of common for each 
share of first preferred. Shares of unissued common stock have been 
set aside to provide for such conversions. 

(3) The items making up paid-in surplus and appropriated earned 
surplus are reported individually, although one frequently finds re¬ 
lated balances combined and single totals reported for these classes 
of surplus on the balance sheet. 

(4) In complying with legal requirements, the corporation has reported 
earned surplus equivalent to the cost of common stock reacquired 
and still held as a reserve for treasury stock. 

(5) Noncurrent assets that cannot appropriately be shown under some 
descriptive heading are reported under the heading “Other Assets.” 

(6) Where a number of account balances require explanation and 
parenthetical remarks or footnotes cannot be satisfactorily used, the 
explanations may be offered separately as a supplement to the state¬ 
ment, appropriate reference being made on the balance sheet to such 
explanatory notes. This procedure is followed in the illustrtition 
on the following pages. 






GENERAL MANUFAC- 
Balance 
December 

Assets 

Current Assets: 

Cash on hand and on deposit. 54,000 

U. S. Government securities at cost (market, $87,500) 86,000 

Trade notes and accounts receivable — less reserve 

for bad debts, $2,600. 180,000 

Inventories (at cost or market, whichever is lower): 

Raw materials and supplies. 185,000 

Goods in process. 201,000 

Finished goods. 190,000 576,000 


Loans, advances, and accrued income items. 20,000 

Total Current Assets. 916,000 

Investments: 

Sinking fund consisting of U. S. securities to be used for 

property additions. 250,000 

Investment in land not currently in use. 110,000 360,000 

Plant and Equipment: 

Property, plant, and equipment, at cost. 1,235,000 

Less reserves for depreciation. 580,000 655,000 


Intangible Assets: 

Patents, copyrights, and goodwill less amortization 

(See Note A). 120,000 

Deferred Charges: 

Prepayments including taxes, insurance, and sundry 

items. 14,500 

Unamortized bond discount and expense. 15,000 

Deferred developmental costs (See Note B). 40,000 69,500 

Other Assets: 

Advance payments on equipment purchase contracts 25,000 
Long-term receivables. 22,500 47,500 


Total Assets. 2,168,000 


The Accompanying Notes A through F Are 

362 




















TURING COMPANY 
Sheet 

81, 1949 __ 

Liabilities 

Current Liabilities: 

Notes and accounts payable. 46,600 

Estimated income taxes payable for current and prior years. 62,000 

Accrued payrolls, interest, social security, and general taxes. 23,600 

Dividends payable. 7,000 

Serial debenture bonds due May 1, 1950. 20,000 

Customers* deposits and credit balances, and sundry items. 24,000 

Total Current Liabilities. 182,000 

Long-Term Debt: 


Twenty-year 3J% first mortgage bonds. 250,000 

Serial 3j% debenture bonds due May 1,1951, to May 1, 

1959, inclusive. 180,000 430,000 

Estimated employee pensions payable (See Note C). 60,000 

Deferred Credits: 

Deferred income on property leaseholds extending to January 1, 

1961 (See Note D). 110,000 

Contingent Liabilities (See Note E). 

Total Liabilities. 782,000 


Capital Stock and Surplus 

Capital Stock: 

First preferred 5% stock, cumulative and convertible 
into common, par $26, 10,000 shares authorized, 

8,000 issued. 

Second preferred 6% stock, cumulative and redeem¬ 
able, par $10, 50,000 shares authorized, 30,000 

issued (See Note F). 

No-par common stock, stated value $5, 100,000 shares 
authorized, 24,000 shares reserved for conversion of 
first preferred, 60,000 shares issued (treasury stock 
reacquired, 5,000 shares — deducted below). 

Paid-In Surplus: 

Resulting from sale of common stock in exce^ 


of stated value. 260,000 

Resulting from sale of treasury stock in ex¬ 
cess of cost. 16,000 

Earned Surplus: 

Appropriated: 

Reserve for treasury stock. 40,000 

Reserve for contingencies. 86,000 125,000 

Unappropriated. 226,000 

Total Earned Surplus. 


Less common treasury stock, 5,000 shares acquired 

at $8. 

Total Net Worth. 

Total Liabilities and Net Worth. 


200,000 

300,000 

300,000 

800,000 


276,000 


350,000 

1,426,000 

40,000 

1,386,000 

_2,168,000 


AN Integral Part op this Financial Statement. 
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GENERAL MANUFACTURING COMPANY 
Notes to Financial Statements — Year Ended December 31, 1949 

Note A: Intangible assets are being written off over the period of their 
estimated useful life, with the exception of goodwill, which is carried 
at its original cost, $75,000. The balance of organization expense, 
$40,000, was written off during the year. 

Note B: Certain research and developmental costs in 1948 and 1949 relating 
to new products that will be marketed beginning in 1950 have been 
deferred and will be charged to subsequent operations. 

Note C: The liability under the Company pension plan has been calculated 
on the basis of actuarial studies. 

Note D: The Company leased Market Street properties for a fifteen-year 
period ending January 1, 1961. Leasehold payment received in 
advance is being recognized as income over the lifetime of the lease. 

Note E: The Company is contingently liable on guaranteed notes and ac¬ 
counts totaling $40,000. Also, various suits are pending on which 
the ultimate legal responsibility cannot be determined. In the 
opinion of counsel and management, such liability, if any, will not 
be material and is adequately provided for by the contingency 
reserve. 

Note F: Second preferred stock may be redeemed at the option of the board 
of directors at 122 plus accrued dividends on or before December 31, 
1951, and at gradually reduced amounts but at not less than 10^ 
plus accrued dividends after January 1, 1957. 

A reference to the accompanying notes would appear at the bottom 
of each accounting statement. 


QUESTIONS 

1. ‘‘Surplus is in general supported by a cross section of all the assets.'' 
“Directors are criticized by stockholders for failure to declare dividends 
when surplus is present." Are these two statements related? Explain. 

2. Describe (a) earned surplus, (b) capital surplus, (c) paid-in surplus, 
(d) donated surplus, (e) appropriated surplus, (f) appraisal surplus, (g) 
dated earned surplus. 

3. Would you suggest that paid-in surplus is more closely related to 
capital stock or to earned surplus? How would you recommend that net 
worth items be summarized in the net worth section of the balance sheet? 

4. The accountant for the Walters Corporation closes a stock discount 
and a deficit balance into the paid-in surplus account and reports only the 
balance of paid-in surplus on the balance sheet. Do you approve? 

5. Fixed assets with a book value of $150,000 were sold by the Holmes 
Corporation for $250,000. The chief accountant believes that the $100,000 
profit shoxild be credited to Capital Surplus and that it should not be 
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available for dividend declaration. The basis for his reasoning is that the 
general price level has risen since the asset was originally purchased and, 
in order to maintain the corporation’s assets, a larger amount of fixed 
capital is now necessarJ^ What is your opinion of this procedure? 

6. How would the bookkeeper of Eaton’s, Inc. record the following 
transactions in the company’s no-par common-stock (stated value $25): 

(a) Sold 1,000 shares at $40 a share. 

(b) Purchased 100 shares on the market at $34 a share. 

(c) Sold 50 shares of treasury stock for $38 a share. 

(d) Changed stated value of stock to $10 a share. 

7. The J. R. Goodwin Corporation desires to retain its Surplus from 
Reappraisal of Fixed Assets as part of its permanent capitalization rather 
than write it off over the life of the assets. Why may this policy be de¬ 
sirable? How may this be accomplished? 

8. The Fireman Steel Company wished to reduce the carrying value of 
its intangible assets to $1. To do this, the company decided to reduce the 
par value of its stock from $100 to $75 a share. The intangible assets 
could then be written off against surplus. On December 31 these items 
appeared on the balance sheet as follows: 


Intangible Assets. $260,360,000 

Capital Stock (8,400,000 shares). 840,000,000 

Capital Surplus. 78,250,021 


What entries would be made to reduce intangible assets to $1 following 
the plan given above? What balances would remain in the three accounts? 

9. Distinguish between: (a) property dividend and scrip dividend, (b) 
stock dividend and stock split. 

10. The following announcement appeared on the financial page of a 
newspaper: 

“The Board of Directors of the Maxwell Co., at their meeting on 
June 15, 1949, declared the regular quarterly dividend on outstanding 
common stock of 50 cents per share and an extra dividend of $1 per share, 
both payable on July 10, 1949, to the stockholders of record at the close 
of business June 30,1949.” 

(a) What is the purpose of each of the three dates given in the 
declaration? (b) When would the stock become “ex-dividend?” (c) Why 
is the $1 designated as an “extra” dividend? 

11. The Hope Co. reports a net profit for the year of $50,000 but fails to 
declare a dividend. Give possible reasons for such action. 

12. During the past year Beemen, Inc. earned a profit of $35,000 and in¬ 
vested $50,000 of accumulated cash in a new plant building. At the end of 
the year the cash balance on hand is $12,000. The corporation has out¬ 
standing $200,000 of 5% cumulative preferred stock and also $300,000 
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of common stock on which it is accustomed to pay 4% annual dividends. 
What present dividend policy would you suggest? 

13. The Byron Corporation, acting within the law of the state of incor¬ 
poration, paid a cash dividend to stockholders for which it debited Paid-In 
Surplus. A stockholder protested, saying that such a dividend was a 
partial liquidation of his holdings. Is this true? 

14. The balance sheet of the Brown Corporation shows the following: 
Capital Stock, 20,000 shares, no par, with $10 stated value $200,000 


Paid-In Surplus. 350,000 

Unappropriated Earned Surplus. 250,000 


A 25% stock dividend is declared, (a) Give entries to record the 
declaration and payment of the dividend, (b) What was the book value 
per share before the dividend declaration and after the issue of the divi¬ 
dend? (c) What was the effect of the issue of the stock dividend on the 
ownership equity of each stockholder in the corporation? 

15. Variety Chain Stores, Inc., with total assets of $350,000, capital stock 
outstanding of $175,000, and earned surplus of $65,000, sold five of its 
stores at their book value, $150,000. This cash is to be distributed to the 
present stockholders. What entry should be made? 

16. The state of incorporation permits the Arden Co. to distribute as 
dividends the sum of its net profit plus the amount charged against profits 
for depletion. How do you recommend that dividends be recorded (a) on 
the books of the corporation and (b) on the books of the investor? 

17. Which of the following transactions are a source of surplus? Indicate 
the class of surplus in each case. 

(a) Operating profits. 

(b) Cancellation of a part of a liability upon prompt payment of the balance. 

(c) Reduction of par value of stock outstanding. 

(d) Discovery of an understatement of income in a previous period. 

(e) Release of Reserve for Bond Sinking Fund upon retirement of bonds 
payable. 

(f) Issue of bonds at a premium. 

(g) Purchase of the corporation's own capital stock at a discount. 

(h) Increase in the company’s earning capacity, taken to be evidence of 
considerable goodwill. 

(i) Construction of equipment for the company’s own use at a cost less 
than the prevailing market price of identical equipment. 

(j) Donation to the corporation of treasury stock. 

(k) Sale of fixed assets at a profit. 

18. State where each of the following accounts will appear on the balance 
sheet: Reserve for Contingencies, Reserve for Doubtful Accounts, Re¬ 
serve for Possible Inventory Decline, Reserve for Self-insurance, Reserve 
for Bond Retirement, Reserve for Income Taxes, Reserve for Plant Ex¬ 
pansion, Reserve for Increased Investment in Plant Assets, Reserve for 
Depletion, Reserve for Redeemable Coupons Outstanding, Reserve for 
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Repairs and Replacements, Reserve for Purchase of Treasury Stock, 
Reserve for Personal Injury Claims Pending, Reserve for Unrealized 
Plant Appreciation. 

19. The auditor for Mason, Inc. believes that the Reserve for Contingen¬ 
cies should be shown on the balance sheet as a liability. It was set up to 
cover a judgment against the company on a law suit. The company is 
appealing the case and fts attorneys state that it has a good chance of 
winning the appeal. Where should this contingency reserve be shown? 

20. The creditors of Waltman, Inc. request that a reserve for treasury 
stock be established to cover the recent purchase by the corporation of 
1,000 shares of its $100 par capital stock at 110. Why are the creditors 
interested and what entry is necessary to comply with their request? 

21. A stockholder of Michel, Inc. does not understand the purpose of the 
Reserve for Bond Sinking Fund that has been set up by periodic appropria¬ 
tions from Earned Surplus. He is told that the bonds will not be redeemed 
from this reserve at maturity, (a) What account will be reduced by the 
payment of the bonds? (b) What purpose is accomplished by the Reserve 
for Bond Sinking Fund? (c) What possible disposition may be made of the 
reserve? 

22. Which of the following transactions result in a change in total net 
worth? What is the nature of the change? 

(a) Declaration of a cash dividend on capital stock. 

(b) Payment of a cash dividend on capital stock. 

(c) Retirement of bonds payable for which both a sinking fund and a 
reserve had been accumulated. 

(d) Declaration of a stock dividend. 

(e) Payment of a stock dividend. 

(f) Conversion of bonds payable into preferred stock. 

(g) The passing of a dividend on cumulative preferred stock. 

(h) Donation by the officers of shares of stock, 
fi) Operating loss for the period. 

23. Name the errors in the entries shown below: 


Earned Surplus 


(a) Dividends declared to common 
stockholders. 

(b) Allocation to Reserve for Bond 
Sinking Fund. 

(c) Sale of stock at a discount. 


(d) Appraisal of fixed assets. 

(e) Net profit for year. 

(f) Gain from sale of treasury stock. 


Capital Surplus 


(g) Dividends declared to preferred 
stockholders. 

(h) Correction reducing profit of previ-| 
ous fiscal period. 


(i) Profit from sale of building. 

(j) Reserve for Bond Sinking Fund. 

(k) Premium from sale of bonds. 
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24. Jones, Inc. lost by fire property having a book value of $75,000. 
Only $50,000 fire insurance is collected. What entry should be made to 
record the loss and the collection of insurance? On what statement would 
the loss of $25,000 appear? 

25. How would you report the following items: (a) dividends in arrears 
on cumulative preferred stock, (b) unclaimed boqd interest and unclaimed 
dividends, (c) stock purchase rights issued but not exercised as of the 
balance sheet date, (d) stock that is callable at the option of the corpora¬ 
tion at a premium? 


PROBLEMS 

1. Accounts of the Jackson Co. after closing on December 31 of the 
current year show the balances listed below. From this data prepare a 
balance sheet net worth section for the corporation as it would appear 
at the end of the year. 


Account Name 

Dr. 

Cr. 

Authorized Capital Stock ($10 par). 


500,000 

Bonds Payable. 


250,000 

Bond Sinking Fund. 

140,000 

Capital Stock Subscribed. 


40,000 

Current Assets. 

502,000 

Current Liabilities. 

80,000 

Dividends Payable — Cash. 


12,000 

Dividends Payable — Stock. 


70,000 

Plant. 

800,000 


Plant — Increase per Appraisal. 

340,000 

• 

Premium on Stock. 


35,000 

Reserve for Bond Sinking Fund. 


140,000 

Reserve for Contingencies. 


100,000 

Reserve for Customers' Deposits. 


15,000 

Reserve for Depreciation of Plant. 

Reserve for Depreciation of Plant Increase per Ap¬ 


210,000 

praisal . 


85,000 

Reserve for Federal Income Taxes. 


40,000 

Reserve for Purchase of Treasury Stock. 


75,000 

Surplus from Revaluation of Plant. 


255,000 

Treasury Stock (at par). 

60,000 


Treasury Stock Surplus. 


45,000 

Unappropriated Earned Surplus. 


50,000 

Unissued Capital Stock. 

160,000 



2,002,000 

2,002,000 
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2. A condensed balance sheet of the Forbes Corporation as of December 
31, 1948, appears below: 


FORBES CORPORATION 
Balance Sheet 
December 31, 1948 


Assets. 216,690 

Liabilities. 19,230 

Preferred Stock ($100 par). . 50,000 

Common Stock ($50 par)... 100,000 

Premium on Preferred Stock 5,000 

Earned Surplus. 42,460 

216,690 

216,690 


Capital Stock Authorized: 500 shares of 5% cumulative, nonpartici» 
pating preferred stock with a prior claim on assets, and 10,000 shares 
of common stock. 


Information relating to operations of the succeeding three years follows: 


Dividends declared on Dec. 20, 
payable on Jan. 10 of following 
year: 

Preferred Stock. 

Common Stock. 

Credit balance in the profit and 
loss account after recording 
income tax liability for year. 


1949 

1950 

1951 

5% cash 
/$1.00 cash 
150% stock 

5% cash 

$1.25 cash 

5% cash 

$.50 cash 

$18,000 i 

! 

1 $12,000 

$19,000 


1949: On July 1, land having a book value of $60,000 was appraised at 
$105,000. The board of directors authorized the recording of the 
appraisal in the accounts. 

1950: On February 12 depreciation reserves were reduced by $60,000 follow¬ 
ing an income tax investigation. Additional income taxes of $6,000 
for prior years were paid. On March 3, 250 shares of common stock 
were purchased by the corporation at $46 per share. (Treasury stock 
is recorded at cost.) 

1951: On February 28, it was discovered that the merchandise inventory at 
the end of 1950 had been overstated by $3,000. On August 10 all of 
the treasury stock was sold at $56 per share. By vote of the stock¬ 
holders on September 12, each share of the common stock was ex¬ 
changed by the corporation for 3 shares of no-par, each with a stated 
value of $20. 

Instructions: (1) Give all of the journal entries affecting the net worth 
accounts for the 3-year period ended December 31, 1951. Assunie that cor¬ 
rections in profits of prior years are recorded directly in surplus. 

(2) Prepare the balance sheet net worth section as it would appear at 
the end of 1949, 1950, and 1951. 
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3. The following accounts are taken from the ledger of Jones and Steel, 
Inc.: 


Revaluation Surplus 


1949 


1949 


Dec. 81 

25,000 

Jan. 1 Balance 

250,000 


Treasury Stock Surplus 




1949 

Jan. 1 Balance 

July 1 Sale of Treasury Stock 

20,000 



in Excess of Cost 

2,000 

% 

Reserve for Plant Extension 




1949 

Jan. 1 Balance 

60,000 



Dec. 31 

80,000 


Reserve for Treasury Stock 


1949 


1949 


July 1 

66,000 

Jan. 1 Balance 

45,000 



Apr. 1 

42,000 


Earned Surplus Unappropriated 



1949 

Jan. 10 Correction for under- 


1949 

Jan. 1 Balance. 

700,000 

statement of deprecia¬ 
tion charges, 1943-1948 

40,000 

10 Correction for inventory 
understatement on Dec. 

Mar. 12 Additional Federal in- 


31, 1948. 

15,000 

come taxes for 1948. 

3,000 

10 Correction for capital ex- 

April 1 Reserve for Treasury 
Stock . 

42,000 

penditures recorded as ex¬ 
penses in 1948. 

9,000 

Oct. 31 Preferred Dividends.. .. 

50,000 

July 1 Reserve for Treasury 


31 Stock Dividend on Com¬ 

Stock. 

66,000 

mon Stock. 

200,000 

Oct. 12 Gain on sale of fixed 

Dec. 31 Organization expense 

10,000 

assets . 

20,000 

written off. 

Dec. 31 Net Income after Pro- 


31 Reserve for Plant Ex¬ 
tension . 

80,000 

^dsion for Income Tax, 
1949 . 

120,000 


Instructions: (1) Assuming that the statement of profit and loss reports 
only net income from regularly recurring items, prepare individual surplus 
statements for 1949 in support of each of the ending surplus balances to be 
reported on the company's balance sheet at the end of the year. 

(2) Assuming that the statement of profit and loss reports extraordinary 
items and corrections, prepare a statement of surplus for 1949 that sum¬ 
marizes the changes in the various classes of surplus and supports the ending 
surplus balances to be reported on the company's balance sheet at the end 
of the year. 
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4. The balance sheet of Norris-Ross Corporation appeared as follows on 
December 31,1948: 


NoRRIS-ROSS CORPOR4TION, BALANCE SHEET, DECEMBER 31, 1948 


Assets 


Cash. 8,500 

N otes Receivable. 8,000 

Accounts Receivable (net) .... 17,000 

Merchandise Inventory. 20,000 

Store Furniture and Fixtures .... 7,500 


Less Res. for Depr. 1,000 11,500 

Land. 8,000 

Organization Expense. 5,000 


Total Assets. 85,500 


Liabilities and Net Worth 


Notes Payable. 4,000 

Accounts Payable. 18,000 

Preferred Dividends Payable 750 

Mortgage Payable. 6,000 

Preferred Stock — $10 par. 15,000 

Common Stock — 1,900 shares 

no-par, $10 stated value. 19,000 

Paid-In Surplus*. 14,000 

Earned Surplus. 9,750 

Total Liabilities and Net 

Worth. 85,500 


♦Paid-in surplus on the balance sheet consists of premium on preferred stock, $4,000, 
and paid-in surplus on common stock, $10,000. 


The following transactions affecting net worth were completed in 1949: 


Jan. 10. 
31. 

Feb. 2. 
Mar. 31. 

May 16. 

Aug. 15. 

Sept. 30. 

Oct. 3. 
Nov. 10. 

Dec. 21. 

81. 


Sold 2,000 shares of 5% preferred stock for cash at 12. 

The following errors were discovered as of the end of 1948: 
Merchandise inventory was understated by $1,200. 

Depreciation had not been recorded on store furniture and fix¬ 
tures. These had been purchased on April 1,1948. The depreciation 
rate is 20%. 

Building repairs of $500 were improperly capitalized. 

Issued 2,100 shares of no-par common stock at $23. 

A semiannual dividend of 25 cents was declared and paid on common 
stock. 

Issued 2,000 shares of no-par common stock to W. Lacey in exchange 
for his going business. Assets taken over are recorded at the follow¬ 
ing values: land, $10,000; building, $20,000; merchandise inven¬ 
tory, $8,000; accounts receivable, $5,000. Accounts payable of 
$5,000 were assumed. No goodwill is recognized in recording the 
purchase. 

Reacquired own common stock on the market, 500 shares at $17. 
Stock was recorded at cost. 

A semiannual dividend of 25 cents and an extra dividend of 10 
cents was declared and paid on common stock. 

Sold 400 shares of treasury stock at $20. 

Suffered a fire loss of $2,300 on merchandise. The loss was charged 
to surplus, no insurance having been carried. 

A 5% dividend was declared on preferred stock, payable January 
12, 1950. The board of directors authorized a Reserve for Plant 
Extension of $10,000. 

The credit balance of the profit and loss account after provision 
for income tax was $8,650; this was transferred to net worth. 


Instructions: (1) Record the information above in journal entry form. 
(The corporation records corrections in profits of prior periods directly in 
surplus.) 

(2) Prepare the net worth section of the balance sheet and surplus state¬ 
ments to support ending surplus balances for year ended December 31, 1949. 
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5. The Burnett Corporation balance sheet on December 31,1949, showed 
the following surplus balances: 


Capital Surplus: 

Arising from Sale of No-Par Common. $ 20,000 

Arising from Sale of Treasury Stock. 16,000 $ 35,000 


Earned Surplus: 

Appropriated— 

For Bond Sinking Fund. $ 80,000 

For Plant Expansion. 30,000 


$110,000 

Free. 65,000 175,000 


Total Capital and Earned Surplus. $210,000 


An audit of the corporation's books one month later disclosed the 
following errors and omissions: 

(1) Machinery purchased July 1, 1948, for $30,000 has not been depre¬ 
ciated. It is expected to have a life of 15 years and no salvage value. 

(2) Merchandise received in 1949, but not entered in the purchase 
journal until January 5, 1950, was included in the inventory at the 
end of 1949, $5,000. 

(3) Premium of $500 on the resale of forfeited common stock was 
recorded as an operating profit. 

Transactions during 1950 that affected the capital stock and surplus 
accounts were as follows: 

(1) 20,000 shares of no-par common stock, stated value $15 a share, 
were sold for $16 a share. 

(2) The first mortgage bonds were retired, releasing the reserve for 
bond sinking fund. 

(3) Machinery purchased January 1,1947, for $16,000 and depreciated 
on the basis of a 15-year life with a $1,000 salvage value was sold 
on July 1, 1950, for $9,500, surplus being charged for the loss. 

(4) An appraisal of land by an appraisal company showed this property 
to be worth $50,000 in excess of original cost. A revaluation on 
the books was approved by the board of directors. 

(5) The board of directors declared a cash dividend of 5% on 10,000 
shares of preferred stock, par $25. 

(6) Organization expense of $5,000 and goodwill of $10,000 were 
written off against surplus. 
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(7) The credit balance in the profit and loss account at the end of 1960, 
after provision for income tax, was $56,000 and this was transferred 
to surplus. 

(8) A new $500,000 bond issue was floated at the beginning of 1960. 
Bonds mature in 20 years. A sinking fund reserve was set up on 
December 31, 1950. Surplus equal to the entire amount of the 
bond issue is to be accumulated by means of equal annual ap¬ 
propriations. 

(9) Surplus appropriations were authorized as follows: for plant ex¬ 
tension, $30,000; for possible inventory decline, $50,000. 

Instructions: (1) Givethe journal entries to record the foregoing data. (The 
corporation records corrections in profits of prior periods directly in surplus.) 

(2) Prepare the balance sheet surplus section as of December 31, 1950, 
and prepare surplus statements in support of the ending surplus balances. 


6. Berle-Bailey, Inc. was organized on January 1,1949, with authorized 
stock consisting of 5,000 shares of 6%, $100 par, nonparticipating pre¬ 
ferred and 50,000 shares of no-par common. During the first two years 
of the company’s existence, the following transactions took place: 


1949 
Jan. 2. 
2 . 

Mar. 1. 


July 10. 


Dec. 16. 

28. 

31. 

1950 
Feb. 28. 


June 17. 
July 31. 
Sept. 30. 

Dec. 16. 

28. 

31. 


Sold 800 shares of common stock at $5.10 a share. 

Sold 3,800 shares of preferred stock at $110 a share. 

Sold common stock as follows: ' 

3,400 shares at $9.00 per share 
900 shares at $9.50 per share 

A near-by plant, valued at $216,100, was secured for 800 shares of 
preferred stock and 14,000 shares of common. (Preferred stock was 
recorded at 110, the balance being assigned to common stock.) 
The regular preferred dividend and a 50-cent common dividend 
were declared. 

Dividends declared on December 16 were paid. 

The profit and loss summary account showed a credit balance of 
$70,000, which was transferred to surplus. 

The corporation reacquired 4,000 shares of common stock at $8 a 
share. (State statutes require that an appropriation of earned 
surplus be made for the purchase price of treasury stock. Appropri¬ 
ations may be returned to earned surplus upon resale of the stock.) 
Resold 3,000 shares of treasury stock at $9.50 a share. 

Sold all of the remaining treasury stock at $9 a share. 

The corporation sold 4,000 additional shares of common stock at 
$8.50 a share. 

The regular preferred dividend and a 30-cent common dividend 
were declared. 

Dividends declared on December 16 were paid. 

The profit and loss account showed a credit balance of $57,600, 
which was transferred to surplus. 


Instructions: (1) Journalize the foregoing information. 

(2) Prepare the net worth section of the balance sheet as of December 31 


1950. 



CHAPTER XV 


ERRORS AND THEIR CORRECTIONS 

TYPES OF To prevent or avoid misstatements on ac- 

MISSTATEMENTS counting records is practically impossible. 

Each company should therefore have some system of internal control 
or check if misstatements and mistakes are to be kept at a minimum. 
Many concerns have auditing departments among whose functions 
are the finding and preventing of errors. 

Misstatements on the accounting reports may result from (1) in¬ 
tentional purposes to misrepresent the facts, and (2) unintentional 
errors made in recording or in failing to record certain information. 

Intentional Misstatements. When incorrect records result from 
intentional falsification of entries or failure to record all facts, the 
motive or motives may be: (1) to evade taxation; (2) to prepare state¬ 
ments that are expected to have a certain effect on the market price 
of securities issued by the company; (3) to misstate earnings for certain 
favorable decisions of regulatory bodies; (4) to conceal the theft of 
cash, securities, merchandise or other assets; (5) to conceal operating 
losses so that the present management will not be embarrassed; (6) 
to make possible a favorable balance sheet for credit purposes; or (7) 
to overstate profits so that a higher bonus accrues to the management. 

The best possible systems of internal check or control are helpless 
in preventing misstatements that are made under the direction of the 
management. 

Unintentional Misstatements. It would be futile to attempt to give 
a complete list of possible misstatements that arise unintentionally. 
These misstatements may arise as a result of: (1) errors of accounting 
principles, such as improper distinction between capital and revenue 
expenditures, and (2) clerical errors. Among the most common errors 
are postings to the wrong customer or creditor account, the recording 
of activities in the wrong profit or loss account, the failure to state 
inventories accurately in view of the time entries for purchases are 
made, the omission of depreciation, and failure to record adjustments 
for accrued and deferred amounts. These and other unintentional 
errors can be kept to a reasonable minimum by an efficient'auditing 
department and internal check. 

There can be no general rule for determining the journal entry 
that must be made in correcting the accounts for errors. Each error 
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is an individual problem and must be separately analyzed. The effect 
of the error must be traced through the accounts in determining the 
entry that is required for its correction. 

The errors that are to be considered in this chapter may be classi¬ 
fied as: 

(1) Those errors that affect both the statement of profit and loss 
and the balance sheet but that are counterbalanced in the regular 
course of bookkeeping in the succeeding fiscal period when not detected. 
The profit and loss statements of two successive periods are incorrect; 
the balance sheet at the end of the first period is incorrect, but at the 
end of the succeeding period assets, liabilities, and net worth are shown 
correctly. Examples of such errors are: the misstatement of inventories 
the omission of adjustments for accrued income and expense items, 
and the omission of adjustments for deferred income and expense 
items where these are originally recorded in nominal accounts. 

(2) Those errors that affect both the statement of profit and loss 
and the balance sheet but that are not counterbalanced in the regular 
course of bookkeeping during the subsequent period. Balance sheets 
prepared subsequent to the error are incorrect until the time when 
entries are made to compensate for or to correct such errors. In this 
class are such errors as the misstatement of depreciation, failure to 
distinguish properly between capital and revenue expenditures, and 
failure to adjust for deferred income and expense items where these 
are originally recorded in real accounts. 

Errors are generally discovered and corrected at the time when 
the periodic adjusting entries are being made, an audit is being under¬ 
taken, a business is to be sold, a change of ownership is made in a 
partnership, questions of taxation are to be decided, heirs of an estate 
are to be satisfied, or a merger or consolidation of two or more con¬ 
cerns is contemplated or accomplished. 

CORRECTING ENTRIES The entries that are necessary in correcting 

errors are illustrated in the section that 
follows. Nine classes of errors are considered. These are representative 
of the types of errors that are frequently found and require correction. 
It is assumed that the errors are discovered in the coimse of checking 
the books of the Monarch Wholesale Co. in 1949 before the accounts 
for 1949 have been adjusted and closed. It should be observed that, 
as indicated in earlier chapters, corrections for errors in profits of past 
periods may be summarized in nominal accounts that ultimatdy 
reach earned surplus, or these may be recorded by direct charges or 
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credits to earned surplus. It is assumed that the latter procedure is 
followed by the Monarch Wholesale Co. in the illustration to follow. 
Either method, of course, results in the same final balances after the 
accounts are closed. 

(1) Misstatement of Merchandise Inventory. It is discovered that 
the merchandise inventory as of December 31, 1947, was understated 
by $1,000. The effects of the misstatement were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1947: Cost of Goods Sold Overstated Assets Understated (Inventory too low) 
(Ending Inventory too low) 

Net Income Understated Surplus Understated 

For 1948: Cost of Goods Sold Under- Balance sheet items not affected, surplus 
stated (Beginning Inventory understatement for 1947 being cor- 
too low) rected by profit overstatement for 

Net Income Overstated 1948. 

Since the balance sheet items at the end of 1948 were correctly 
stated, no entry to correct the accounts is required in 1949, the error 
made in 1947 having been counterbalanced by the misstatement in 
1948. 

If the error had been discovered in 1948 instead of 1949, an entry 
would have been made to correct the account balances in order that 
the transactions for 1948 might be reported accurately notwithstand¬ 
ing past errors. The correcting entry to increase the inventory and 
Earned Surplus would have been made as follows in 1948: 


Merchandise Inventory. 1,000 

Earned Surplus. 1,000 


(2) Misstatement of Merchandise Purchases. It is discovered that 
a purchase invoice as of December 28,1947, for $500 was not recorded 
until 1948. The goods were included in the inventory at the end of 
1947. The effects of the failure to record the purchase were as follows: 

Statement op Profit and Loss Balance Sheet 

For 1947: Cost of Goods Sold Under- Liabilities Understated (Accounts Pay- 
stated (Purchases too low) able too low) 

Net Income Overstated Surplus Overstated 

For 1948: Cost of Goods Sold Overstated Balance sheet items not affected, surplus 
(Purchases too high) overstatement for 1947 being cor- 

Net Income Understated rected by profit understatement for 

1948. 

Since the balance sheet items at the end of 1948 were correctly 
stated, no entry to correct the accounts is required in 1949. 
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If the error had been discovered in 1948 instead of 1949, a correcting 
entry would have been necessary. In 1948 Purchases was debited and 
Accounts Payable credited for $500 for merchandise acquired in 1947 
and included in the ending inventory for 1947. Earned Surplus would 
have to be reduced by $500, representing the profit overstatement for 
1947, and Purchases would have to be credited for a similar amount to 
reduce Purchases to the cost of merchandise acquired in 1948. The 
correcting entry in 1948 would have been: 


Earned Surplus. 600 

Purchases. 600 


(3) Failure to Record Deferred Expense. It is discovered that in¬ 
terest expense for 1947 included $50 that should have been deferred 
in adjusting the accounts on December 31, 1947. The effects of the 
failure to record the deferred expense were as follows: 


Statement of Profit and Loss 


Balance Sheet 


For 1947: Expenses Overstated (Interest 
Expense too high) 

Net Income Understated 


Assets Understated (Deferred Interest 
Expense not reported) 

Surplus Understated 


For 1948: Expenses Understated (Inter¬ 
est Expense too low) 

Net Income Overstated 


Balance sheet items not affected, surplus 
understatement for 1947 being cor¬ 
rected by profit overstatement for 1948. 


Since the balance sheet items at the end of 1948 were correctly 
stated, no entry to correct the accounts is required in 1949. 

If the error had been discovered in 1948 instead of 1949, a correcting 
entry would have been necessary. If the deferred interest expense had 
been properly recorded at the end of 1947, the balance in this account 
would have been transferred to the debit side of the interest expense 
account by means of a reversing entry at the bepnning of 1948. This 
would have to be recognized in preparing the correcting entry. In¬ 
terest Expense, then, would have to be debited for $50, the expense 
relating to operations of 1948, and Earned Surplus would have to be 
credited for a similar amount representing the profit understatement 
for 1947. The correcting entry in 1948 would have been: 


Interest Expense. 60 

Earned Surplus. 50 


(4) Failure to Record Accrued Income. Accrued interest on notes 
receivable of $20 was overlooked in adjusting the accounts on Decem¬ 
ber 31, 1947. The income was recognized when the interest was col¬ 
lected in 1948. The effects of the failure to record the accrued income 
were as follows: 
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Statement of Profit and Loss 


Balance Sheet 


For 1947: Income Understated (Interest 
Income too low) 

Net Income Understated 


Assets Understated (Accrued Interest on 
Notes Receivable not reported) 

Surplus Understated 


For 1948: Income Overstated (Interest 
Income too high) 

Net Income Overstated 


Balance sheet items not affected, surplus 
understatement for 1947 being cor¬ 
rected by profit overstatement for 1948. 


Since the balance sheet items at the end of 1948 were correctly 
stated, no entry to correct the accounts is required in 1949. 

If the error had been discovered in 1948 instead of 1949, an entry 
would have been necessary to correct the account balances. If the 
accrued interest on notes receivable had been properly recorded at the 
end of 1947, the balance in the asset account would have been trans¬ 
ferred to the debit side of the interest income account by means of a 
reversing entry at the beginning of 1948. The debit in Interest Income 
would have been offset against interest collections reported on the 
credit side of the account in determining the amount actually earned 
in 1948. The effect of the reversing entry would have to be recognized 
in preparing the correcting entry. Interest Income would have to be 
debited for $20, the income accrued in 1947 and to be subtracted from 
receipts of 1948, and Earned Surplus would be credited for a similar 
amount representing the profit overstatement for 1947. The correcting 
entry in 1948 would have been: 


Interest Income. 20 

Earned Surplus. 20 


(5) Overstatement of Deferred Expense. One hundred and eighty 
dollars was paid on January 2, 1947, representing insurance for a 
three-year period. No adjustment was made at the end of 1947. At 
the end of 1948, the unexpired insurance account was reduced to the 
unexpired balance on that date, $60, insurance for two years or $120 
being charged to operations of 1948. The effects of the misstatements 
were as follows: 


Statement of Profit and Loss 


Balance Sheet 


For 1947; Expenses Understated (Insur¬ 
ance Expense not reported) 
Net Income Overstated 


Assets Overstated (Unexpired Insurance 
too high) 

Surplus Overstated 


For 1948: Expenses Overstated (Insur¬ 
ance Expense too high) 

Net Income Understated 


Balance sheet items not affected, surplus 
overstatement for 1947 being cor¬ 
rected by profit understatement for 
1948. 


Since the balance sheet items at the end of 1948 were correctly 
stated, no entry to correct the accounts is required in 1949. 
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If the error had been discovered in 1948 instead of 1949, an entry 
would have been necessary to correct the account balances. Earned 
Surplus and Unexpired Insurance would have been decreased for the 
expired insurance of $60 relating to 1947 by the following entry in 
1948: 


Earned Surplus. 60 

Unexpired Insurance. 60 


The expired insurance of $60 for 1948 would have been recorded 
at the end of that year by an appropriate adjustment. 

(6) Failure to Record Deferred Income. Unearned interest on notes 
receivable of $75 as of December 31,1947, and $125 as of December 31, 
1948, were overlooked in adjusting the accounts on each of these dates. 
Interest Income had been credited for interest receipts. The effects 
of the failure to recognize the income of $75 that was to be deferred 
at the end of 1947 were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1947: Income Overstated (Interest Liabilities Understated (Unearned Inter- 
Income too high) est Income not reported) 

Net Income Overstated Surplus Overstated 

For 1948: Income Understated (Interest Balance sheet items not affected, surplus 
Income too low) overstatement for 1947 being cor- 

Net Income Understated rected by profit understatement for 

1948. 

The effects of the failure to recognize the deferred income of $125 
at the end of 1948 were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1948: Income Overstated (Interest Liabilities Understated (Unearned Inter- 
Income too high) est Income not reported) 

Net Income Overstated Surplus Overstated 

No entry is required in 1949 to correct the accounts for the failure 
to record the deferred income at the end of 1947, the misstatement in 
1947 having been counterbalanced by the misstatement in 1948. An 
entry is required, however, to correct the accounts for the failure to 
record the deferred income at the end of 1948 if the profit for 1949 is 
not to be misstated. If the deferred income had been recorded at the 
end of 1948, the balance in Unearned Interest Income would have been 
transferred to the credit side of the interest income account by means of 
a reversing entry at the beginning of 1949. This must be recognized 
in recording the correcting entry. Earned Surplus must be debited for 
$125, representing the profit overstatement for 1948, and Interest 
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Income must be credited for the same amount, representing the in¬ 
come that is to be identified with 1949. The correcting entry is: 


Earned Surplus. 125 

Interest Income. 126 


It should be observed that if the failure to adjust the accounts for 
the deferred income of 1947 had been recognized in 1948 instead of 
1949, an entry similar to the one above would have been required in 
1948 to correct the account balances. The entry at that time would 
have been: 

Earned Surplus.. 75 

Interest Income.. 75 

(7) Failure to Record Accrued Expense. Accrued sales salaries of 
$240 as of December 31,1947, and $210 as of December 31,1948, were 
overlooked in adjusting the accounts on each of these dates. Sales 
Salaries is debited for salary payments. The effects of the failure to 
record the accrued expense of $240 as of December 31, 1947, were as 
follows: 

Statement op Profit and Loss Balance Sheet 

For 1947: Expenses Understated (Sales Liabilities Understated (Accrued Salaries 
Salaries too low) not reported) 

Net Income Overstated Surplus Overstated 

For 1948: Expenses Overstated (Sales Balance sheet items not affected, surplus 
Salaries too high) overstatement for 1947 being cor- 

Net Income Understated rected by profit understatement for 

1948, 

The effects of the failure to recognize the accrued expense of $210 
on December 31, 1948, were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1948: Expenses Understated (Sales Liabilities Understated (Accrued Salaries 
Salaries too low) not reported) 

Net Income Overstated Surplus Overstated 

No entry is required in 1949 to correct the accounts for the failure 
to record the accrued expense at the end of 1947, the misstatement in 
1947 having been counterbalanced by the misstatement in 1948. An 
entry is required, however, to correct the accounts for the failure to 
record the accrued expense at the end of 1948 if the profit of 1949 is 
not to be misstated. If the accrued expense had been recorded at the 
end of 1948, the balance in Accrued Salaries would have been trans¬ 
ferred to the credit side of the sales salaries account by means of a 
reversing entry at the be^nning of 1949. This must be recognized in 
recording the correcting entry. Earned Surplus must be debited for 
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$210, representing the profit overstatement for 1948, and Sales Salaries 
must be credited for a similar amount, representing the expense accru¬ 
ing in 1948 and to be subtracted from salary payments in 1949. The 
correcting entry is: 


Earned Surplus. 210 

Sales Salaries. 210 


If the failure to adjust the accounts for the accrued expense of 
1947 had been recognized in 1948, an entry similar to the one above 
would have been required in 1948 to correct the account balances. 
The entry in 1948 would have been: 


Earned Surplus. 240 

Sales Salaries. 240 


(8) Failure to Record Depreciation. Depreciation of delivery equip¬ 
ment costing $500 was overlooked at the end of 1947 and 1948. The 
equipment has an estimated five-year life. The effects of the failure 
to record depreciation for 1947 were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1947: Expenses Understated (Depre- Assets Overstated (Reserve for Depre¬ 
ciation of Delivery Equip- elation of Delivery Equipment too low) 
ment too low) 

Net Income Overstated Surplus Overstated 

For 1948: Expenses Not Affected Assets Overstated (Reserve for Depred¬ 

ation of Delivery Equipment too low) 
Net Income Not Affected Surplus Overstated 

It should be observed that misstatement of income as a result of 
failure to record depreciation is not counterbalanced in the succeeding 
year. As a result, asset and surplus balances require correction when¬ 
ever it is discovered that the balances are misstated. 

Failure to record depreciation for 1948 affected the statements as 
shown below: 

Statement of Profit and Loss Balance Sheet 

For 1948: Expenses Understated (Depre- Assets Overstated (Reserve for Depred- 
ciation of Delivery Equip- ation of Delivery Equipment Under- 
ment too low) stated) 

Net Income Overstated Surplus Overstated 

When the omission is recognized. Earned Surplus must be reduced 
and the reserve for depreciation must be increased by the total amount 
of depreciation that should have been recorded. The correcting entry 
in 1949 for depreciation that should have been recognized for 1947 
and 1948 is as follows: 


Earned Surplus. 200 

Reserve for Depreciation of Delivery Equipment. 200 
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ANALYSIS SHEET TO SHOW EFFECTS 


(1) Understatement of Merchandise 
Inventory of $1,000 on December 31, 
1947. 

At End op 1947 

Staten 
Profit / 

[ENT OF 

lnd Loss 

Balance Sheet 

Section 

Net 

Income 

Section 

Earned 

Surplus 

Cost of 
Goods 

Sold + 

_ 

Current 
Assets — 


(2) Failure to record merchandise 
of $500 purchased on account in 1947; 
purchase was recorded in 1948. 

Cost of 
Goods 

Sold 


Current 
Liabili¬ 
ties — 

+ 

(3) Failure to record Deferred Inter¬ 
est Expense of $50 on December 31, 
1947; amount was included as In¬ 
terest Expense. 

Other 

Exp. + 


Deferred 
Chgs. - 


(4) Failure to record Accrued In¬ 
terest on Notes Receivable of $20 
on December 31, 1947; income was 
recognized on collection in 1948. 

Other 
Income - 


Current 
Assets “ 


(5) Failure to record Insurance Ex¬ 
pense of $60 in 1947, insurance for 
1947 and 1948 of $120 being charged 
to 1948. 

General 
Exp. - 

-f 

Deferred 
Chgs. + 

4 

(6) Failure to record Unearned In¬ 
terest Income, amounts received be¬ 
ing shown as income. 

On December 31, 1947, $75. 

On December 31, 1948, $125. 

Other 
Income -f 

■f 

Deferred 

Cr. 

4- 

(7) Failure to record Accrued 
Sales Salaries;expense was recognized 
when payment was made. 

On December 31, 1947, $240. 

On December 31, 1948, $210. 

Selling 

Exp. 

+ 

Current 

Liabili¬ 

ties 

4- 

(8) Failure to record Depreciation 
of Delivery Equipment. 

On December 31, 1947, $100. 

On December 31, 1948, $100. 

Selling 

Exp. 

4- 

Fixed 
Assets -f- 

4 

(9) Failure to record Rental Income 
of $80 for 1948; Unearned Rental 
Income was credited for amount re¬ 
ceived. (It is assumed that $240 is 
recognized as income in 1949.) 






The analysis sheet above summarizes the effects of the errors that 
are listed on pages 376 to 381 and on page 384. Effects on the financial 
statements are listed on the assumption that the errors were not dis- 
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At End of 1948 

At End of 1949 

Statement of 
Profit and Loss 

Balance Sheet 

Statement of 
Profit and Loss 

Balance Sheet 

Section 

Net 

Income 

Section 

Earned 

Surplus 

Section 

Net 

Income 

Section 

Earned 

Surplus 

Cost of 
Goods 

Sold - 

+ 


No Effect 





Cost of 
Goods 

Sold H- 

_ 


No Effect 





Other 

Exp. - 

-f 


No Effect 





Other 
Income 4- 

-f 


No Effect 





General 
Exp. + 



No Effect 





Other 
Income — 



No Effect 



1 


Other 
Income -f 


Deferred 
Cr. - 

4- 

Other 
Income — 

- 


No Effect 

Selling 
Exp. + 
Selling 
Exp. - 


Current 
Liab. ~ 

No Effect 

4- 

Selling 
Exp. + 



No Effect 

Selling 
Exp. ~ 

No Effect 1 
-f 

Fixed 
Asset 4- 
Fixed 
Asset 4- 

4- 

4- 


No Effect 

No Effect 

Fixed 
Asset 4- 
Fixed 
Asset 4- 

+ 

+ 

Other 
Income — 

- 

Deferred 
Cr. 4" 

- 

Other 
Income -f 

+ 


No Effect 


covered in 1947,1948, or 1949. A sign indicates an overstatement 
in the statement section; a sign indicates an understatement in 
the statement section. 
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(9) Overstatement of Deferred Income. Unearned Rental Income 
was credited for $240 representing income for December, 1948, and 
for January and February, 1949. No adjustment was made on De¬ 
cember 31, 1948. The effects of the failure to adjust the accounts to 
show income of $80 for 1948 were as follows: 

Statement of Profit and Loss Balance Sheet 

For 1948: Income Understated (Rental Liabilities Overstated (Unearned Rental 
Income too low) Income too high) 

Net Income Understated Surplus Understated 

When the error is discovered in 1949, Unearned Rental Income is 
reduced by the income that should have been recognized in 1948 and 
Earned Surplus is increased by the following entry: 


Unearned Rental Income. 80 

Earned Surplus. 80 


CORRECTION OF It is assumed in the following sections that 

SURPLUS errors previously listed are discovered 

in 1949 before the accounts for the year are adjusted and closed. Ac¬ 
counts must be corrected so that the asset, liability, and net worth 
accounts may be stated accurately and so that income and expense 
balances may reflect balances identified with the current period. 
Instead of preparing a separate entry for each correction, a single com¬ 
pound entry is generally made for all of the errors that are discovered. 
The corrected surplus and profit or loss balances of past years, as well 
as the data to correct the books at the time the errors are discovered, 
may be obtained by the preparation of working papers as illustrated 
below. Assume the following earned surplus account for the Monarch 
Wholesale Co.: 


Earned Surplus 


Dec. 20,1948 
Dec. 81,1948 

Div. Declared.... 

2,000 

Dec. 81,1947 
Dec. 81,1948 

Balance. 

3,000 

2,500 

Balance. 

sjsoo 

Net Income. 





6,500 



5,500 




Jan.1,1949 

Balance. 

3,500 



I 

i 


The working papers to determine the corrected surplus balance 
on December 31,1947, and the actual net income for 1948 are shown 
on page 385. 
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MONARCH WHOLESALE CO. 

Working Papers for Correction of Account Balances 


December, 1949 


Explanation 

Surplus 
Deo. 31, 
1947 

Profit 
AND Loss 
Year 
Ended 
Dec. 31, 
1948 

Accounts Requiring 
Correction in 1949 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Account 

Reported Earned Surplus Balance, 
Dec. 31,1947. 


3,000 

1,000 

50 

20 






Reported Net Income for Year 

Ended Dec. 31,1948. 

Corrections^* 

(1) Understatement of inventory 

on Dec. 31,1947, $1,000. 

(2) Failure to record merchandise 

purchases in 1947, $500. 

(3) Failure to record Deferred In¬ 

terest Expense on Dec. 31, 
1947, $50. 

(4) Failure to record Accrued In¬ 

terest on Notes Receivable on 
Dec. 31, 1947, $20. 

(5) Failure to record Insurance 
Expense on Dec. 31,1947, $60, 
insurance of $120 for 1947 and 
1948 being charged to 1948.... 

(6) Failure to record Unearned 
Interest on Notes Receivable: 

(a) On Dec. 31,1947, $75. 

(b) On Dec. 31,1948, $125.... 

(7) Failure to record Accrued Sales 
Salaries: 

(a) On Dec. 31,1947, $240.... 
On Dec. 31,1948, $210.... 

(8) Failure to record Depreciation 
of Delivery Equipment: 

(a) On Dec. 31,1947, $100.... 

(b) On Dec. 31,1948, $100.... 

(9) Failure to record Rental In¬ 
come on Dec. 31,1948, $80. ... 

500 

60 

75 

240 

100 

1,000 

50 

20 

125 

210 

100 

2,500 

500 

60 

75 

240 

80 

80 

125 

210 

100 

100 

Interest Income 

Sales Salaries 

Reserve for Depr. of 
Delivery Equip. 
Reserve for Depr. of 
Delivery Equip. 

Unearned Rental In¬ 
come 

Corrected Earned Surplus Bal- 
ince, Dec. 31, 1947. 

975 

3,095 

4,070 

1,505 

3,455 

80 

535 



4,070 

4,070 






Corrected Net Income for Year 
Ended Dec. 31,1948. 



1,950 








3,455 

3,455 




Met Correction to Earned Sur¬ 
plus in 1949. 





455 


Earned Sur|du8 






535 

535 



^For more detailed description of errors and their corrections, refer to pages 376 to 884. 
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The following entry is made from the working papers in correcting 
the account balances in 1949: 

Earned Surplus. 455 

Unearned Rental Income. 80 

Interest Income. 125 

Sales Salaries. 210 

Reserve for Depreciation of Delivery Equipment. 200 


The debit to Earned Surplus represents the net overstatement of 
profits in past periods. Unearned Rental Income is reduced to the 
balance unearned at the beginning of 1949. Interest Income is credited 
for the amount received in 1948 but applicable to 1949. Sales Salaries 
is credited for the salaries that had accrued at the end of 1948 but 
that are not to be paid until 1949. Reserve for Depreciation of De¬ 
livery Equipment is increased for the depreciation that should have 
been recorded in 1947 and 1948. 

After recording the correcting entry, Earned Surplus will appear 
with a balance of $3,045 as follows: 


Earned Surplus 


1949 


Corrections in 
profits of prior 
periods discov¬ 
ered during the 
course of audit 


Jan.1,1949 


Balance 


455 


3,500 


By reconstructing the surplus account from the detail shown on 
the working papers, this balance may be proved to be correct. If the 
surplus balance as of December 31, 1947, and the profit of 1948 had 
been reported properly. Earned Surplus would have appeared as 
follows: 


Earned Surplus 


Dec. 20,1948 

Div, Declared . .. 

2,000 

Dec. 31,1947 

Corrected Balance 


Dec. 31,1948 

Balance. 

3,045 


per working 






papers. 

3,095 




Dec. 31,1948 

Corrected net in- 






come for 1948 






per working pa- 






pers. 

1,950 



5,045 



5,045 




Jan. 1,1949 

Balance. 

3,045 
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In the foregoing example, a corrected profit figure for only the 
preceding year, 1948, was required; hence any corrections in years 
prior to this date were shown as affecting the surplus balance as of 
December 31, 1947. Working papers on page 385 were constructed 
to summarize this information by providing a pair of columns for 
surplus as of December 31, 1947, and a pair of columns for profit 
and loss data for 1948. Frequently, it is desirable to determine cor¬ 
rected operating results for a number of years. When this is to be done, 
a pair of columns must be provided for surplus as of the beginning of 
the period under review and a separate pair of profit and loss columns 
for each year for which a corrected profit or loss is to be determined. 
For example, assume that an analysis of errors is to be made and that 
corrected profit and loss figures for the years 1946,1947 and 1948 are 
to be determined. Working papers for the correction of account bal¬ 
ances would be constructed with the following headings: 


Explanation 

Surplus 
Dec. 31, 
1945 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1946 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1947 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1948 

Accounts Requiring 
Correction in 1949 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

i 

1 

Cr. 

Dr. 

1 Cr. 

1 Dr. 

Cr. 

Account 









CORRECTION OF It is frequently desirable to prepare corrected 

PRic«*YEARS°^ statements for past years, particularly when 

comparisons and analyses of balance sheets 
and operating data for several years are to be made. In preparing cor¬ 
rected statements, working papers for each statement for each year 
are prepared. 

The preparation of corrected statements for the Monarch Whole¬ 
sale Co. for 1948 is illustrated in the remaining pages of this chapter. 
The data affecting statements of 1948 and to be recognized in cor¬ 
recting the balance sheet and the statement of profit and loss are listed 
at the top of the next page. 
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(1) Understatement of Inventory on December 31, 1947, $1,000. 

(2) Failure to record Purchases in 1947, $500. 

(3) Failure to record Deferred Interest Expense oh December 31, 
1947, $50. 

(4) Failure to record Accrued Interest on Notes Receivable on 
December 31,1947, $20. 

(5) Failure to record Insurance Expense on December 31, 1947, 
$60, insurance of $120 for 1947 and 1948 being charged to 1948. 

(6) Failure to record Unearned Interest on Notes Receivable: 

(a) On December 31, 1947, $75. 

(b) On December 31, 1948, $125. 

(7) Failure to record Accrued Sales Salaries: 

(a) On December 31, 1947, $240. 

(b) On December 31, 1948, $210. 

(8) Failure to record Depreciation of Delivery Equipment: 

(a) On December 31, 1947, $100. 

(b) On December 31, 1948, $100. 

(9) Failure to record Rental Income on December 31,1948, $80. 

Working papers for the preparation of a corrected statement of 
profit and loss for 1948 are shown below: 


MONARCH WHOLESALE CO. 

Working Papers for Corrected Statement op Profit and Loss 
Fob Year Ended December 31,1948 


Account 

Balances 

Before 

Correction 

Corrections 

Corrected 

Balances 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Sales. 


65,000 




66,000 

Mdse, Inv., Jan. 1, 







1948 . 

15,000 


(1) 1,00C 


16,000 


Purchases. 

40,000 



(2) 500 

39,500 


Mdse. Inv., Dec. 31, 







1948. 


12,000 




12,000 

Sales Salaries. 

5,000 


(7b) 210 

(7a) 240 

4,970 


Delivery Expense 

3,000 


(8b) 100 


3,100 


Adm. and Office 







Salaries. 

6,000 




6,000 


Other General 







Expense. 

4,000 



(5) 60 

3,940 


Interest Income. 


500 

/ (4) 20 

\6b) 125 

(6a) 75 



Rental Income. 


1,000 


(9) 80 



Interest Expense.... 

1,600 


(3) 50 


1,650 


Sales Discounts. 

1,400 




1,400 


Net Income. 

2,600 


f(2) 500 

(1) 1,000 






I (5) 60 

(3) 50 






iU6a) 75 

(4) 20 






(7a) 240 

(6b) 125 

1,950 





v(9) 80 

(7b) 210 







(8b) 100 


HH 


78,500 

78,500 

2,460 

2,460 

78,510 

78,510 
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The corrected statement of profit and loss prepared from the work¬ 
ing papers would appear as follows: 


MONARCH WHOLESALE CO. 
Corrected Statement of Profit and Loss 
For Year Ended December 31,1948 



Sales. 


65,000 


Cost of Goods Sold: 



Merchandise Inventory, January 1. 

16,000 



Add Purchases. 

39,500 



Merchandise Available for Sale. 

55,600 



Less Merchandise Inventory, December Cl. 

12,000 



Cost of Goods Sold. 


43,500 


Gross Profit. 


21,500 


Expenses: 



Selling Expenses: 




Sales Salaries. 4,970 




Delivery Expense. 3,100 

8,070 


j 

General Expenses: 




Administrative and Office Salaries . 6,000 




Other General Expense. 3,940 

9,940 





18,010 


Net Operating Profit. 


3,490 


Other Income: 




Interest Income. 

430 



Rental Income. 

1,080 

1,510 




5,000 


Other Expense: 




Interest Expense. 

1,650 



Sales Discounts. 

1,400 

3,050 


Net Income. 


1,950 





Working papers from which a corrected balance sheet as of Decem¬ 
ber 31, 1948, may be prepared are shown on page 390. The corrected 
balance sheet that is prepared from these working papers is shown on 
page 391. 
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MONARCH WHOLESALE CO. 
Working Papers for Correctted Balance Sheet 


December 31,1948 


Account 

Balances 

Before 

Correction 


Dr. 

Cr. 

Cash. 

14,230 


Notes Receivable.... 

15,000 


Accounts Receivable. 
Reserve for Bad 

24,000 


Debts. 

Merchandise Inven- 


500 

tory, Dec. 31. 

Delivery Equip- 

12,000 


ment. 

Reserve for Depre¬ 
ciation of Delivery 

8,000 


Equipment. 


3,500 

Unexpired Insurance. 

60 


Notes Payable. 


6,500 

Accounts Payable 
Accrued Interest on 


9,000 

Notes Payable ... 
Unearned Rental 


50 

Income. 


240 

Capital Stock. 


40,000 

Paid-In Surplus.... 


10,000 

Earned Surplus ... 

Unearned Interest 
Income. 

Accrued Salaries. . . . 


3,500 


73,290 

73,290 


Corrections 

Corrected 

Balances 

Dr. 

Cr. 


Dr. 

Cr. 





14,230 

15,000 

24,000 

500 





12,000 






8,000 




((8a> 

100 





l(8b) 

100 

60 

3,700 






6,500 






9,000 






50 

(9) 

80 




160 

40,000 

10,000 

f(6b) 

125 

(9) 

80] i 


j(7b) 

210 




3,045 

(8a) 

100 


1 


i (8b) 

100 


]' 





(6b) 

125 


125 



(7b) 

210 


210 

615 


615 

73,290 

73,290 


^Balance in earned surplus account on December 31, 1948, before corrections. 


QUESTIONS 

1. Name three errors that are counterbalanced in a succeeding period and 
that do not require corrections if discovered after such time. 

2. Name three errors that will not be counterbalanced in a subsequent 
period and that require corrections upon their discovery. 

3. Name three errors that result in misstatements on the statement of 
profit and loss but that do not affect the balance sheet at the end of the 
current period. 

4. Name three errors that result in misstatements on the balance sheet 
but that do not affect the statement of profit and loss at the end of the 
current period. 
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MONARCH WHOLESALE CO. 
Corrected Balance Sheet 
December 31,1948 


Assets 

Current Assets: 



Cash. 

14,230 


N otes Receivable. 15,000 

Accounts Receivable. 24,000 

39,000 

Less Reserve for Bad Debts. 500 

38,500 


Merchandise Inventory. 

12,000 

64,730 

Fixed Assets: 

Delivery Equipment. 

8,000 


Less Reserve for Depr. of Delivery Equipment. 

3,700 

4,300 

Deferred Charges: 



Unexpired Insurance. 


60 

Total Assets. 


69,090 

Liabilities 



Current Liabilities: 



Notes Payable. 

6,500 


Accounts Payable. 

9,000 


Accrued Interest on Notes Payable. 

50 


Accrued Salaries . 

210 



15,760 


Deferred Credits: 


Unearned Rental Income . 160 

Unearned Interest Income. 125 

285 


Total Liabilities. 


16,045 

Net Worth 

Capital Stock. 

40,000 


Paid-In Surplus. 

10,000 


Earned Surplus . 

3,045 


Total Net Worth. 


53,045 

Total Liabilities and Net Worth. 


69,090 


5. An auditor in examining a company's books and records on December 
31, 1949, before the accounts are closed, discovers the following. What 
correcting entries are required? 

(a) Office Equipment, cost $5,000, acquired on July 1, 1946, depreciated 
on a 5-year basis, was destroyed by fire on May 1, 1949. Cash was 
debited and Office Equipment was credited for $2,000, the proceeds 
from an insurance policy. 

(b) Safety guards were installed on plant machinery at a cost of $2,000 
at the beginning of July, 1948. Manufacturing Expense was charged 
for the betterment. The machinery had been acquired originally on 
July 1, 1946, and was being depreciated on a 10-year basis. 
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6. In auditing the accounts of Dudley and Bearman, Inc., on December 
31, 1949, before accounts have been closed for the annual fiscal period, 
you find the following account: 


Machinery 


1947 


1949 


Jan. 2 Machine 1 

12,000 

Apr. 1 Proceeds from Sale 


July 1 Machine 2 

8,000 

of Machine #2 

4,600 


You find that, while each machine had an estimated life of 10 years, 
no depreciation has ever been recorded. Machine #2 was sold when it 
was found that the volume of production did not warrant its continued 
use. Give the correcting and adjusting entries required on December 31, 
1949. 

7. State the effect, if any, that each of the following errors of 1949 has 
on the statements prepared on December 31,1949. Indicate the sactions 
of the statements that are affected. 

(a) The adjustment for interest accrued on notes receivable was omitted. 

(b) The adjustment for interest collected but not earned was omitted. 
Income was originally credited for collections. 

(c) No adjustment was made for rental income that was earned during 
1949. Unearned Rental Income was originally credited for collec¬ 
tions. 

(d) Depreciation of office furniture was omitted. 

(e) Merchandise received and on hand on December 31 was not included 
in the inventory figure, and no entry was made for the purchase 
imtil January 3, 1950. 

(f) In December, 1949, an entry was made for a purchase of merchan¬ 
dise; the merchandise had not been received and was not included 
in the inventory of December 31, 1949. 

(g) No adjustment was made for interest expense that should have 
been deferred. 

8. Give the correcting entry that should be made in 1949 when each of 
the following errors is discovered (assume corrections in past profits are 
recorded directly in earned surplus): 

(a) On December 20, 1948, $15 was deducted as interest on a note receiv¬ 
able for the period December 20 to January 19. Interest Income was 
credited. No adjustment was made on December 31. 

(b) No adjustment was made on December 31, 1948, for the interest on 
a 60-day, 6%, $2,400 note receivable that is due on January 12. 

(c) Accrued sales salaries of $300 were overlooked in adjusting the ac¬ 
counts at the end of 1948. 

(d) During December, 1948, merchandise of $500 was received; this 
merchandise was included in the inventory, but no entry was made 
for the purchase until the invoice was received in January. At that 
time Purchases was debited. 

(e) Prepaid Insurance was debited for $360, representing the premium 
for three years from October 1, 1948. No adjustment was made on 
December 31, 1948. 
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PROBLEMS 

1. Before the accounts of the Merchant Manufacturing Co. are adjusted 
and closed for the annual fiscal period ended December 81, 1949, an ex¬ 
amination of the company records by the auditor discloses the following 
facts. Give any correcting and adjusting entries that are indicated by 
the information given. (Assume that corrections in profits of past years 
are recorded directly in Earned Surplus.) 

(a) Accrued sales commissions had been overlooked in adjusting the ac¬ 
counts at the end of 1947 and 1948. Accrued amounts were; 1947, 
$400; 1948, $350. Accrued commissions at the end of 1949 are $420. 

(b) Checks totaling $200 issued to former employees in 1947 are still 
outstanding. Present whereabouts of such employees are unknown, 
and it is doubtful whether the checks will ever be presented for pay¬ 
ment. 

(c) Raw materials, cost $400, received on December 31, 1948, had been 
included in the physical inventory taken on that date; however, the 
purchase was recorded when the invoice was received on January 
4,1949. 

(d) Ten-year, 5% bonds of $1,000,000 were issued on January 1, 1946, 
bonds of $100,000 to be redeemed annually. Interest is payable 
annually on January 1. The bonds were sold at 89. One tenth of the 
discount had been amortized at the end of 1946, 1947, and 1948. 

(e) In March, 1948, the company had received a 25% common stock 
dividend on 100 shares of Western Stores common acquired in 1947 
at 54. The shares received as a stock dividend had been sold for cash 
in April, 1948, at 60 and an income account had been credited for 
the full proceeds from the sale. 

(f) Store Equipment, cost $70,000, book value $30,000, had been traded 
for new equipment costing $100,000 on January 2, 1948. An allow¬ 
ance of $20,000 was received on equipment traded in; in recording 
the transaction, the entry was made in accordance with income tax 
requirements, the asset account showing the basis for tax purposes. 
Depreciation on a 10-year estimated life had also been recorded on 
the tax basis. It is decided to correct accounts so that the asset is 
reflected at a cost of $100,000 with depreciation on this basis. 

2. An auditor is engaged by the W. S. Young Co. in March, 1949, to ex¬ 
amine their books and records and to make whatever corrections are 
necessary. The surplus account on the date of the audit is as follows: 

_ Earned Subplus _ 

Jan. 10,1947 Dividends Paid 6,000 Jan. 1, 1946 Balance 26,400 

Dec. 31,1947 Net Loss for Year 3,600 Dec. 31,1946 Net Income 
Jan. 10,1948 Dividends Paid 6,000 for Y^ar 7,050 

Dec. 81,1948 Net Loss for Year 8,000 Mar. 6,1947 Premium on 

Sale of Capi¬ 
tal Stock 12,500 
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An examination of the accounts discloses the following; 

(1) Dividends had been declared on December 15 in 1946 and 1947 but 
had not been entered in the books until paid. 

(2) Betterments in plant and equipment of $3,600 had been charged to 
expense at the end of April, 1945. Such improvements are estimated 
to have an 8-year life. 

(3) The physical inventory of merchandise taken at the end of 1946 had 
been overstated by $1,200. 

(4) The company had failed to show on the books merchandise in trans¬ 
it at the end of 1947 and 1948. Such shipments of $1,600 and $3,000 
respectively were recorded as purchases in January of 1948 and 1949 
respectively. 

(5) The company had failed to record accrued sales commissions of $600 
and $850 at the end of 1947 and 1948 respectively. 

Instructions: (1) Prepare working papers for the correction of account 
balances similar to those illustrated on pages 385 and 387, using the following 
columns: 


Explanation 

Surplus 
Jan. 1, 
1946 

Profit 

AND Loss 
Yr. Ended 
Dec. 31, 
1946 

Profit 

AND Loss 
Yr. Ended 
Dec. 31, 
1947 

Profit 
AND Loss 1 
Yr. Ended' 
Dec. 31, 
1948 i 

Accounts Requiring 
Correction in 1949 

■ ■ ! 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Account 


(2) Journalize corrections required in March, 1949, in compound form. 

(3) Prepare a statement of earned surplus covering the 3-year period begin¬ 
ning January 1, 1946. This statement should report the corrected surplus 
balance on January 1, 1946, the annual changes in the account, and the 
corrected earned surplus balances as of December 31, 1946, 1947, and 1948. 

(4) Set up an account for earned surplus before correction, and post cor¬ 
recting data to this account from part (2) above. Balance the account, show¬ 
ing the corrected earned surplus as of December 31, 1948. 

3. The earned surplus account for the Nelson Company at the end of 
1949 appears below: 

Earned Surplus 


Dec. 31,1948 Net loss for year 1,200 
Dec. 31,1949 Net loss for year 3,200 


December 31,1947 Balance 18,200 


An audit of the books of the company in February, 1950, disclosed the 
following errors in recording activities for 1947,1948, and 1949: 

(1) No adjustment was made on December 31, 1948, for accrued wages 
of $350. 

(2) On December 10, 1948, a 60-day, $12,000, non-interest-bearing note 
was received from a customer and the customer was given credit for 
$12,000 less 6% discount for the 60 days. The discount was entered 






Ch. 151 


ERRORS AND THEIR CORRECTIONS 


395 


in a nominal account. No adjustment was made on December 31, 

1948. 

(3) At the end of 1948 an adjustment for $300 representing depreciation 
on a delivery truck was omitted. (The correct depreciation for 1949 
was recorded on December 31, 1949.) 

(4) Because of errors in counting, the physical inventory of merchandise 
taken on December 31, 1947, was overstated by $600; the inventory 
taken on December 31, 1948, was understated by $1,000. 

(5) In March, 1949, a $700 balance of 1948 accounts receivable was 
written off to Loss from Bad Debts. The loss should have been 
identified with operations of 1948. 

(6) Merchandise of $600 was received on December 31, 1948, and was 
included in the physical inventory taken on that date. The purchase 
was not recorded until the invoice was received January 6, 1949. 

(7) On May 1, 1948, $360 was charged to Unexpired Insurance for a 
. 3-year fire insurance policy on a building. No adjustments for the 

premium were made at the end of 1948 and 1949. 

(8) On December 20, 1948, the company borrowed $2,400 on a non- 
interest-bearing note payable. The bank deducted 6% for 60 days, 
the company charging Interest Expense for the discount. No adjust¬ 
ment was made on December 31, 1948. 

(9) No adjustment was made on December 31, 1949, for accrued inter¬ 
est on a $1,200, 6%, 60-day note receivable that was dated December 
17, 1949. 

(10) The Unearned Rental Income account was credited on December 1, 

1949, for $300 representing rent received for a 3-month period from 
that date. No adjustment was made on December 31, 1949. 

(11) The company gave a $900, 6%, 60-day note payable to the First 
State Bank on December 8, 1949. No adjustment for accrued inter¬ 
est was made on December 31, 1949. 

(12) Merchandise ordered at a cost of $100 during December, 1949, was 
received on December 31, 1949, but was not included in the inven¬ 
tory. The purchase was recorded when payment for the purchase 
was made on January 5, 1950. 

Instructions: (1) Prepare working papers for the correction of account 
balances similar to those illustrated on pages 385 and 387, with the following 
columns: 


Explanation 

Surplus 
Dec. 31, 
1947 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1948 

Profit 
AND Loss 
Yr. Ended 
Dec. 31, 
1949 

Accounts Requiring 
Correction in 1950 

Dr. 

Cr. 

Dr. Cr, 

Dr. 

Cr. 

Dr. Cr. 

Account 





1 





(2) Prepare a compound entry to correct the accounts in February, 1950. 

(3) Prepare a surplus account as it would have appeared if no errors had 
been made to prove the correction to Surplus in part (2) above. 
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4. The statements that follow were prepared for the Parker Corporation 
at the end of 1948: 


Profit and Loss Statement 
For the Year Ended Dec. 31, 1948 


Balance Sheet 
December 31, 1948 


Sales 


84,000 


Cost of Goods Sold: 


Mdse. Inv., Jan. 1 
Purchases 

21,000 

48,000 


Mdse. Available for Sale 69,000 
Mdse. Inv., Dec. 31 23,000 

46,000 

Gross Profit 


38,000 

Operating Expenses: 
Selling Expenses 
General Expenses 

16,000 

10,000 


Total Operating Expenses 

26,000 

Net Profit from Operati 

ons 

12,000 

Other Income: 

Purchases Discount 
Rental Income 

900 

3,000 

3,900 

Other Expense: 

Sales Discount 


15,900 

1,400 

Net Income 


14,500 


Assets: 


Cash 


4,200 

Accounts Receivable 

14,000 

Less Res. for Bad Debts 

560 

13,440 

Mdse. Inventory 


23,000 

Delivery Equipment 


800 

Store Equipment 

12,000 


Less Res. for Depr. 

7,000 

5,000 

Building 

40,000 


Less Res. for Depr. 

20,000 

20,000 

Land 


20,000 

Total Assets 


86,440 

Liabilities: 

Accounts Payable 


13,600 

Net Worth: 

Capital Stock 

50,000 


Earned Surplus 

22,840 


Total Net Worth 


72,840 

Total Liabilities and Net 

Worth 


86,440 


During February, 1949, the following information is disclosed: 

(1) Store equipment that cost $3,000 and that had an estimated life of 
6 years when purchased on January 2, 1946, is estimated at this time 
to have a life of 10 years. 

(2) The merchandise inventory as of December 31, 1948, was overstated 
by $840. 

(3) Merchandise in transit amounting to $1,200 was not included in the 
inventory of December 31, 1948, but the invoice had been entered in 
the purchases journal in 1948. 

(4) A loss of $2,000 resulting from fire, the loss not being covered by in¬ 
surance, was charged to General Expenses in 1948. 

(6) On January 3, 1948, store equipment costing $5,000, with a reserve 
for depreciation of $4,000, was sold for $600. Cash was debited and 
Store Equipment was credited for this amount. 

(6) A truck was purchased on a conditional sales contract on December 
30, 1948. The total purchase price was $2,500, but the purchase was 
recorded by a debit to Delivery Equipment and a credit to Cash for 
$800, the amount of the down payment. 

(7) A check for $64 received from J. B. Drake on account had been de¬ 
posited and then returned in December, 1948, by the bank. No entry 
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was made when the bank returned the check. The cash was collected 
from Drake on January 20, 1949. 

(8) A part of the building was leased to the Bridge Corporation for $3,000 
for 12 months ending April 30, 1949. The cash received was reported 
as income for 1948. 

Instructions: (1) Prepare working papers for the correction of account 
balance in 1949 similar to those illustrated on pages 385 and 387, with the 
following columns: 


Explanation 

Surplus 
December 
31, 1947 

Profit and 
Loss 

Year Ended 
December 31, 
1948 

Accounts Requiring 
Correction in 1949 

Dr. 




Dr. 

Cr. 

Account 










(2) Prepare a compound entry to correct the accounts in February, 1949. 

(3) Prepare working papers for a corrected statement of profit and loss 
and for a corrected balance sheet for 1948. 

(4) Prepare corrected statements. 

6. The statements on page 398 were prepared for the Grover Corporation 
at the end of 1948: 

During January, 1949, the following facts were discovered: 

(a) On January 2, 1948, a 3-year fire insurance policy was purchased for 
$360 and charged to General Expense. 

(b) Ten-year, 6% bonds of $100,000 par were issued at 96 on June 30, 
1948. The bonds payable account was credited for the amount of 
cash received. The interest is payable annually on June 30. No ad¬ 
justments were made at the end of 1948. 

(c) A 25% stock dividend, payable on February 1, 1949, was declared 
on December 15, 1948, No entry had been made. 

(d) The petty cash fund, kept under the imprest system, had not been 
replenished at the end of the fiscal period. Payments had been made 
out of the fund as follows: $70 for General Expense and $60 for 
Selling Expense. 

(e) 5% bonds, face value $50,000, had been purchased at face value on 
January 2, 1948. Interest is collected semiannually on January 1 
and July 1. No adjustment for accrued interest was made at the end 
of 1948. 

(f) Accrued expenses of $55 for utilities had not been included in the 
adjustments at the end of 1948. 

(g) The board of directors had authorized a reserve of $10,000 for possible 
loss on a damage suit at the end of 1948. No entry had been made. 
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Profit and Loss Statement 

For the Year Ended Dec. 31,1948 

Balance Sheet 

December 31, 1948 

Sales 

Cost of Goods Sold: 
Mdse. Inv., Jan. 1 
Purchases 

60,000 

140,000 

198,000 

i 

Assets: 

Cash 

Petty Cash 

Accounts Receivable 
Mdse. Inventory 
Investment in Bonds 

8,000 

200 

50,000 

70,000 

50,000 


Mdse. Available for 
Sale 

Less Mdse. Inv., Dec. 
31 

200,000 

70,000 



130,000 

Total Assets 


178,200 




Gross Profit 

Operating Expenses: 
Selling Expense 
General Expense 

27,000 

32,000 

68,000 

Liabilities: 

Accounts Payable 
Bonds Payable 

4,800 

96,000 


Total Operating Ex¬ 
penses 


59,000 

Total Liabilities 


100,800 

Net Profit from Opera¬ 
tions 

Other Income: 

Purchases Discount 


9,000 

1,500 

Net Worth: 

Capital Stock 

Earned Surplus 

50,000 

27,400 


Other Expense: 

Sales Discount 

Net Income 


10,500 

3,000 

7,500 

Total Net Worth 

Total Liabilities and 

Net Worth 


77,400 

178,200 


Instructions: (1) Prepare working papers for the correction of account 
balances in 1949 similar to those illustrated on pages 385 and 387, with the 
following columns: 


Explanation 


Surplus 
December 31, 
1948 


Accounts Requiring 
Correction in 1949 


Dr. 

Ck. 

Dr. 

Cr. 

Account 







I 



(2) Prepare a compound entry to correct the accounts in January, 1949. 

(3) Prepare working papers for corrected statements and prepare a cor¬ 
rected statement of profit and loss and a corrected balance sheet for 1948. 
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6. The Nelson-Ives Manufacturing Corporation was organized January 
2, 1947. Before the accounts of the company are adjusted and closed at 
the end of the annual fiscal period, December 31, 1949, an auditor is en¬ 
gaged for the first time to inspect the books and records of the corpora¬ 
tion and to prepare the necessary correcting, adjusting, and closing entries 
and the accounting statements. Examination of the books and records 
by the auditor discloses the following: 

The cash balance includes: (1) A check for $350 signed by R. E. Rue 
and returned to the company by the bank marked “Not Sufficient Funds.” 
(2) I. O. U.’s for $650 representing advances to employees. (3) $10,000 
that is on deposit in the bank as a fund to provide for the retirement 
of bonds on their maturity. 

The notes receivable balance includes: (1) Notes past due of $4,000 
(all of the notes were obtained by the corporation in 1946), of which notes 
of $2,000 are known to be uncollectible. No reserve had been provided 
for this asset. It is decided that a reserve of $500 should be set up on the 
remaining overdue notes. (2) Notes from officers of the corporation, 
$ 10 , 000 . 

The accounts receivable balance includes accounts of $3,000 that are 
known to be uncollectible. The reserve for doubtful accounts is to be 
increased by 1% of net sales. Net sales during 1949 were $415,000. 

The auditor is given the following physical inventory figures for use 
in making inventory adjustments: 

Finished Goods, $24,000 
Raw Materials, $13,200 
Goods in Process, $18,300 

However, it is found that the finished goods figure includes: (1) 
merchandise costing $2,000 that has been set aside for shipment, the entry 
for the sale already having been made; (2) merchandise that has been 
returned by a customer included in the inventory at the selling price, 
$3,000. The company sells merchandise at a gross profit of 25% of the 
sales price. 

It is also found that the raw materials figure reports raw materials 
at market price, which is 10% above the cost to the company. 

Raw materials included in the goods in process balance are estimated 
at $8,250, which is also 10% above cost. 

The machinery and equipment account has a balance of $60,000 that 
includes: (1) the cost of additional machinery purchased at the end of 
July, 1949, $6,000; (2) the cost of repairs to machinery during 1949, $500, 
which was improperly capitalized. Machinery and equipment is depre¬ 
ciated at 5% per year. 

The store furniture and fixtures account has a balance of $15,000 
that includes a purchase of furniture at the end of March, 194$, $400, 
upon which no depreciation has been recorded. Store furniture and fix¬ 
tures is depreciated on an estimated 6-year life. 
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Delivery equipment is shown at a cost of $10,000. Equipment costing 
$8,000 was purchased on January 2, 1947, and the remainder was pur¬ 
chased January 2, 1948. The equipment has been depreciated on a 6- 
year life with an estimated scrap value of 10% of cost. It is now believed, 
however, that all of the equipment will have to be replaced at the end of 
1950; the scrap value at that time is estimated to be 15% of cost for equip¬ 
ment purchased in 1947 and 25% of cost for equipment purchased in 1948. 

The shipping equipment account is shown at a cost of $5,000 on 
January 2,1949, representing equipment purchased January 2,1947. No 
additional purchases have been made. On December 1,1949, equipment 
costing $600 was destroyed by fire. It is estimated that insurance of $400 
may be recovered on this loss. No entries have been made with regard 
to the loss and probable recovery. The depreciation rate on the shipping 
equipments 10%. 

Deferred items are to be reduced as follows: (1) Prepaid Insurance 
by $1,350, the amount of insurance expired; (2) Office Supplies by $450, 
the cost of office supplies consumed. 

Deferred interest on notes payable is $200. The company has failed 
to record deferred interest on notes payable at the end of the past two 
years as follows; 1947, $150; 1948, $300. 

Accrued interest on notes receivable is $410. The company has failed 
to record accrued interest at the end of the past two years as follows: 
1947, $350;1948, $340. 

Ten-year, 5% bonds of $50,000 were issued at 90 on July 1,1948. The 
company has failed to amortize any of the discount. 

Accrued office salaries are $450. The company has failed to record 
accrued office salaries at the end of the past two years as follows: 1947, 
$350; 1948, $400. 

Accrued interest on notes payable at the end of 1949 is $200. 

It is determined that the company failed to record unearned interest 
on notes receivable of $100 at the end of 1948. 

Instructions: Prepare whatever correcting and adjusting entries may be 
necessary at the end of 1949 as a result of the foregoing data. (Assume that 
corrections in profits of prior periods are recorded directly in sxirplus. No 
closing entries or statements are required.) 



CHAPTER XVI 


STATEMENTS FROM INCOMPLETE DATA 

SINGLE ENTRY The procedures leading to the preparation of 

accounting statements as illustrated in the 
preceding chapters are those required in the adoption of a doiible-entry 
system. This is the characteristic system employed in practice and re¬ 
quires the analysis of each transaction in terms of changes in the funda¬ 
mental accounting equation, Assets=Liabilities-}-Proprietorship. Use 
of the the double-entry system requires a full understanding of the 
theory of debit and credit. 

Double-entry records may not be found in a number of relatively 
small organizations, particularly sole proprietorships, where the volume 
of business does not warrant employment of a bookkeeper. For such 
small units the owner of the business may maintain informal records 
and may employ an accountant periodically to prepare accounting 
reports. When transactions are not recorded by means of equal debits 
and credits, the system employed is known as single entry. The single¬ 
entry plan that is adopted may vary from a narrative of transactions 
recorded in a single journal, called a daybook, to a relatively complete 
set of journals, and a ledger providing accounts for all significant items. 
All of the variations of single-entry bookkeeping encountered in prac¬ 
tice cannot be described here. Differences in plans adopted depend 
upon the needs of the organization and the originality and fancy of 
the person establishing or maintaining the system. 

RECORDS IN SINGLE- A characteristic single-entry system consists 
ENTRY BOOKKEEPING following bookkeeping records: (1) 

a daybook or general journal, (2) a cashbook, and (3) ledger accounts 
showing debtor and creditor balances. The simplest form of single¬ 
entry bookkeeping consists of the daybook in which transactions are 
explained in chronological order. No accounts are kept. At the other 
extreme of single-entry procedure a number of journals may be main¬ 
tained, such as cash journals, sales and purchases journals, returns 
and allowances journals, and a general journal. Ledger accounts may 
be kept for debtors, creditors, and the proprietor, as well as for certain 
other significant items such as sales, purchases, and expenses. The 
practice, however, falls short of standard double-entry bookkeeping 
unless each transaction is analyzed and recorded in terms of debit and 
credit and a trial balance is made available at the end of the period. 

401 
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Single-entry procedures commonly take the following form. A 
cashbook is maintained that shows all transactions affecting cash. 
Instead of naming accounts to be debited or credited as a result of 
cash receipts and disbursements, a description of the transaction is 
offered. Transactions not shown in the cashbook are recorded in a 
daybook in descriptive form. Whenever the account of a debtor, a 
creditor, or the proprietor is affected, attention is directed to the need 
for posting by indicating “dr” or “cr” before the amount. Offsetting 
debits or credits are not shown, since accounts in the ledger are main¬ 
tained only for customers, creditors, and the owner. No summary of 
nominal items or of asset and liability balances other than those with 
persons is available. 

In the absence of records offering a complete summary of trans¬ 
actions, the preparation of accurate statements at the end of an operat¬ 
ing period presents certain problems. These are discussed in the 
sections that follow. 


BALANCE SHEET Since the ledger normally fails to show assets 

PREPARATION liabilities other than receivables and 

payables, it is necessary to refer to other sources in the determination 
of the remaining balance sheet items. Cash is reported at the balance 
shown in the cashbook after this figure has been reconciled with the 
totals of cash on hand and on deposit in the bank. The amounts 
receivable and payable are summarized from the accounts maintained 
with debtors and creditors. Merchandise and supplies balances are 
found by taking inventories. Past statements, cash records, and other 
documents are reviewed in determining the book values of depreci¬ 
able assets. Other assets and liabilities, including accrued and de¬ 
ferred items, are determined by a review of the records, including in¬ 
voices, documents, and other available sources offering evidence or 
information concerning transactions of the past, present, and future. 
Proprietorship in double-entry bookkeeping represents a balance 
arrived at by combining beginning capital, additional investments and 
withdrawals, and income and expense account balances; in single-entry 
bookkeeping, it is simply a residual amount, or the total of the values 
assigned to assets less the total of the liability items. 


DETERMINATION OF 
PROFIT OR LOSS FROM 
COMPARATIVE 
BALANCE SHEETS 


In the absence of income and expense ac¬ 
counts, the profit or loss for a fiscal period 
may be determined by finding the difference 


between beginning and ending capitals and adjusting this difference 
by proprietary investments or withdrawals for the period. Beginning 
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and ending capital balances are taken from the balance sheets prepared 
at the end of the previous period and at the end of the current period. 
Investments and withdrawals are ascertained from capital and drawing 
accounts maintained in the ledger, or, in the absence of these, from the 
cashbook and other memorandum records. 

To illustrate the calculation of the profit or loss, assume that com¬ 
parative balance sheets show capitals as follows: on January 1, $7,500; 
on December 31, $10,000. In the absence of investments or with¬ 
drawals by the proprietor, it must be concluded that the profit for 
the year is $2,500. However, assume that the proprietor has invested 
$1,000 and withdrawn $3,000 during the year; the profit would then 
be $4,500, calculated as follows: 


Capital, December 31. $10,000 

Capital, January 1. 7,600 


Net Increase in Capital. $ 2,600 

Add Excess of Proprietor’s Withdrawals Over Investments: 

Withdrawals. $3,000 

Investments. 1,000 2,000 


Net Profit for Year. $ 4,600 


An excess of investments over withdrawals would be subtracted 
from the net increase in capital in calculating the profit. 

PREPARATION OF A summary showing the profit or loss cal- 

/^ND^ L*OSS^ profit (.^]a,ted from comparative capital balances 

is generally inadequate. The owner needs 
operating detail to plan affairs successfully. Creditors may insist 
upon a detailed statement of operations. In addition, governmental 
agencies require a listing of income and expense items for income tax 
purposes. 

An itemized statement of profit and loss can be prepared by (1) 
rewriting transactions in double-entry form or (2) analyzing cash re¬ 
ceipts and disbursements together with asset and liability changes. 
Obviously, little or nothing is saved by the adoption of a single-entry 
as compared with a double-entry system if transactions are to be re¬ 
written in double-entry form and posted to accounts in the develop¬ 
ment of income and expense data. When the second procedure is 
followed, an analysis and summary of all cash receipts and payments 
is required, unless such a summary is already available as a result of 
the use of cash journals with special analysis columns. Increases in 
cash must be classified as: (1) proceeds from cash sales, (2) r^eipts 
of other income items, (3) collections on account, (4) proceeds from 
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the sale of assets other than merchandise, (5) amounts borrowed, and 
(6) investments by owners. Disbursements are classified as (1) pay¬ 
ments on cash purchases of merchandise, (2) payments of other ex¬ 
pense items, (3) payments on account, (4) payments for assets other 
than merchandise, (5) payments of loans, and (6) withdrawals by 
owners. This information, together with balance sheet data, is used in 
the preparation of the statement of profit and loss. Income and expense 
balances are calculated as follows: 

Sales. The figure to be reported for sales consists of the total of 
cash sales and sales on account. Sales are calculated from the cash 
receipts analysis and comparative balance sheet data as follows: 


Sales 

Cash sales. $6,500 

Sales on account: 

Notes and accounts receivable on hand at the end 

of the period. $1,500 

Collections on notes and accounts receivable dur¬ 
ing the period. 3,000 


$4,500 

Deduct notes and accounts receivable on hand at 
the beginning of the period. 2,000 2,500 


Total sales for the period. $8,000 


Notes and accounts receivable in the foregoing tabulation would 
be limited to those arising from sales of merchandise. 

Cost of Goods Sold. The inventory shown on the balance sheet pre¬ 
pared at the end of the preceding fiscal period is reported on the state¬ 
ment of profit and loss as the beginning inventory. 

Purchases consist of cash pimchases and purchases on account. 
Purchases are calculated from the cash payments analysis and com¬ 
parative balance sheet data as follows: 


Purchases 

Cash purchases. $1,500 

Purchases on account: 

Notes and accounts payable at the end of the 

period. $2,000 

Payments on notes and accounts payable during 
the period. 5,000 


$7,000 

Deduct notes and accounts payable at the beginning 
of the period. 3,000 4,000 


Purchases for the period. $5,500 
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It should be observed that notes and accounts payable in the fore¬ 
going tabulation would be limited to those arising from purchases of 
merchandise. 

The ending inventory is reported on the statement of profit and 
loss at the figure shown on the balance sheet prepared at the close of 
the current period. 

Expense Items. An expense balance is computed from the analysis 
of cash payments and comparative balance sheet data. The calculation 
of the expense item may be made as follows: 

Expense Items 

Cash payments representing expense items. 

Add expense amounts not included in payments but 
chargeable to current period: 

Amount deferred at the beginning of the period. . . $260 

Amount accrued at the end of the period. 150 


Deduct expense amounts included in payments but 
not chargeable to current period: 

Amount deferred at the end of the period. $200 

Amount accrued at the beginning of the period.. 100 

Total expense for the period. 


$ 1,000 

400 

$1,400 

300 

$ 1,100 


Income Items. An income balance is calculated from the cash 
receipts analysis and comparative balance sheet data. The calculation 
of the expense item may be made as follows: 


Income Items 

Cash receipts representing income items. $800 

Add income amounts not included in receipts but to be 
credited to current period: 

Amount deferred at the beginning of the period... $100 

Amount accrued at the end of the period. 60 160 


$960 

Deduct income amounts included in receipts but not to 
be credited to current period: 

Amount deferred at the end of the period. $200 

Amount accrued at the beginning of the period.... 160 350 


Total income for the period. $600 


Profit and Loss Items Requiring Special Analysis. The determina¬ 
tion of certain profit and loss items, such as bad debts, sales discounts. 
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and purchases discounts, requires special data in addition to the in¬ 
formation offered by cash records and comparative balance sheets. 
Assume sales data as follows, for example: 


Data from cash records: 

Cash sales. 10,000 

Collections on accounts receivable arising from sales. 42,000 

Data from balance sheets: 

Accounts receivable at the beginning of the period. 14,000 

Accounts receivable at the end of the period. 12,500 

Supplementary data from special analysis of records: 

Accounts written off during the period. 600 

Sales discounts allowed customers during the period. 850 


The supplementary data indicates that a loss from bad debts of 
$600 and sales discounts of $850 are to be recognized as expenses on 
the statement of profit and loss. However, the two amounts should 
also be added to sales, since there must have been sales equivalent to 
the reductions in accounts receivable resulting from bad accounts and 
discounts allowed customers. The total sales for the period are calcu¬ 
lated as follows: 


Sales 

Cash sales. 

Sales on account: 

Accounts receivable on hand at the end of the 

period. $12,500 

Collections on accounts receivable during the 

period. 42,000 

Accounts receivable written oflF during the 

period. 600 

Accounts receivable reduced by discounts dur¬ 
ing the period. 850 

$55,950 

Deduct accounts receivable on hand at the 

beginning of the period. 14,000 

Total sales for the period. 


$10,000 


41,950 

$51,950 


It may be observed that the failure to recognize data relating to 
bad debts and sales discounts would have no effect upon the net profit 
figure as determined on the statement of profit and loss. The under¬ 
statement of expenses would be counterbalanced by an understate¬ 
ment of the income balance. Sales. 

Where purchases discounts have been received on the payment of 
purchases invoices, the treatment is similar to that illustrated for sales 
discounts. The purchases balance is increased by the total of purchases 
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discounts, since there must have been purchases equivalent to the 
reduction in the accounts payable accounts resulting from discounts 
received. Purchases discounts are reported as Other Income on the 
statement of profit and loss. 

The charge for depreciation or amortization to be recognized on 
the statement of profit and loss requires special analysis of balance 
sheet as well as cash payments data. For example, assume no pur¬ 
chase or disposal of property during the period and beginning and 
ending store furniture balances of $30,000 and $28,500. Depreciation 
is reported at $1,500, the net decrease in the store furniture account. 
Assume, however, that the following information is assembled at the 
end of a fiscal period: 


Data from cash records: 

Payments for store furniture. $ 2,500 

Data from balance sheets: 

Store furniture at the beginning of the period. 32,000 

Store furniture at the end of the period. 34,200 

Installment notes payable arising from purchases of store 

furniture. 4,000 


Depreciation is calculated as follows: 

Depreciation 

Balance of store furniture at the beginning of the 


period. $32,000 

Add purchases of store furniture: 

Cash paid on purchases of store furniture. $2,500 

Amounts owed on purchases of store furniture at 

end of period. 4,000 6,500 

Total available. $38,500 

Deduct balance of store furniture at the end of the 
period. 34,200 

Depreciation of store furniture for period. $ 4,300 


STATCMmn^^M preparation of (1) a balance sheet, (2) 

SINGLE-ENTRY DATA ^ determination of profit or loss by analysis 
ILLUSTRATED of capital changes, and (3) a statement of 

profit and loss reporting income and expense detail is illustrated in the 
example that follows. Assume that Edwin C. Hall does not maintain 
double-entry records. Balance sheet data, analyses of cash receipts 
and disbursements, and supplementary data required in the develop¬ 
ment of accounting statements from the single-entry data are ai^embled 
at the end of 1949 as shown on page 408. 
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Assets * January 1 

1949 

Accrued Interest Income. 60 

Accounts Receivable. 6,000 

Merchandise Inventory. 14,000 

Furniture and Fixtures, cost less depreci¬ 
ation. 3,600 

Supplies on Hand. 400 

Deferred Interest Expense. — 

Liabilities 

Accrued Salaries. 100 

Notes Payable. — 

Accounts Payable. 6,000 

Rentals Received in Advance. 100 


December 31 
1949 
80 

6,000 

16,000 

6,650 

160 

30 


60 

4,000 

6,500 

160 


An analysis of the cash records discloses the following: 


Balance, January 1, 1949. 4,000 

Receipts: 

Cash sales. 9,200 

Collections on accounts receivable arising from 

sales. 48,000 

Receipts from rental of store space. 1,650 

Interest on balance of cash on deposit. 50 

Proceeds from sale of furniture. 350 

Proceeds from discounting of own notes at bank. . . 9,850 69,000 

73,000 

Disbursements: 

Payments on accounts payable arising from pur¬ 
chases . 40,000 

Payments for salaries. 4,200 

Payments for rent. 4,400 

Payments for supplies. 200 

Payments on purchases of furniture and fixtures... 3,500 

Payments for miscellaneous expense. 1,200 

Payment to bank on notes payable. 6,000 

Personal withdrawals. 5,000 64,600 

Balance, December 31, 1949. 8,600 


Supplementary data developed from an analysis of business papers 
include the following: 

(1) Purchases discounts of $600 were received on the pa 3 mient of 
creditors' invoices during the year. 

(2) Proceeds from the sale of a part o^ the store furniture at the 
beginning of the year were $350 as reported in cash receipts. The 
furniture that was sold had an original cost of $1,600 and was approxi¬ 
mately 50 per cent depreciated. 

(3) Proceeds on the issuance of notes to the bank during the year 
were $9,850 as reported under cash receipts. The face values of the 



























Ch. 161 


STATEMENTS FROM INCOMPLETE DATA 


409 


notes were $10,000, $150 being deducted by the bank for interest 
charges. 

A balance sheet prepared from the foregoing data on December 
1,1949, appears below: 


EDWIN C. HALL 
Balance Sheet 
December 31,1949 


Assets 


Current Assets: 

Cash. 8,500 

Accrued Interest In¬ 
come . 80 

Accounts Receivable.. 5,000 

Merchandise Inven¬ 
tory. 15,000 28,580 


Fixed Assets: 

Furniture and 

Fixtures. 5,650 

Deferred Charges: 

Supplies on Hand. 150 

Deferred Interest 

Expense. 30 180 


Total Assets. 34,410 


Liabilities and Proprietorship 


Current Liabilities: 
Accrued Salaries. . .. 

Notes Payable. 

Accounts Payable... 

50 

.. 4,000 

.. 6,500 

10,550 

Deferred Credits: 
Rentals Received in 
Advance. 


150 

Total Liabilities. 

•• 

10,700 

Proprietorship: 

E. C. Hall, Capital... 

.. 

23,710 

Total Liabilities and 
Proprietorship. 


34,410 


The net result from operations can be determined by the prepara¬ 
tion of a summary of changes in capital as follows: 


EDWIN C. HALL 
Summary op Changes in Capital 
For Year Ended December 31, 1949 


Edwin C. Hall, Capital, December 31, 1949. $23,710 

Edwin C. Hall, Capital, January 1, 1949*. 22,860 

Net Increase in Capital. $ 850 

Add Proprietor's Withdrawals During Year. 6,000 

Net Profit for Year. $ 5,850 


*Capital, January 1, is calculated as follows: 


Assets (including cash), January 1. $28,060 

Less liabilities, January 1. 5,200 

Capital, January 1. $22,860 


A statement of profit and loss with income and expense detail is 
shown on page 410. This is followed by schedules in support of the 
balances reported on the statement. 
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EDWIN C. HALL 
Statement of Profit and Loss 
For Year Ended December 31, 1949 


Sales. (A) 56,200 

Less Cost of Goods Sold: 

Merchandise Inventory, January 1. 14,000 

Purchases. (B) 42,100 

Goods Available for Sale. 56,100 

Less Merchandise Inventory, December 31. . . . 15,000 


Cost of Goods Sold. 41,100 


Gross Profit. 15,100 

Operating Expenses: 

Salaries. (C) 4,150 

Rent. (D) 4,400 

Supplies Used. (E) 450 

Depreciation of Furniture and Fixtures . (F) 650 

Miscellaneous Expense. (G) 1,200 


Total Operating Expenses .... 10,850 


Net Profit from Operations 
Other Income: 

Purchases Discounts. 

Interest Income. 

Rental Income. 


4,250 


(H) 600 

(I) 70 

(J) 1,500 


Total Other Income 


2,170 


6,420 

Other Expense: 

Interest Expense. (K) 120 

Net Income. 6,300 

Extraordinary Loss: 

Loss on Sale of Store Furniture . (L) 450 

Increase in Capital for Year. 5,850 

(A) Calculation of Sales: 

Cash sales. $ 9,200 

Sales on account: 

Accounts receivable balance, December 31. $ 5,000 

Collections on account during the year. 48,000 

$53,000 

Deduct accounts receivable balance, January 1 6,000 47,000 


$56,200 


Total sales for the year 
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(B) Calculation of Purchases: 

Purchases on account: 

Accounts payable balance, December 31. $ 6,500 

Payments on account during the year. 40,000 

Discounts allowed on creditor payments during 
the year. 600 


$47,100 

Deduct accounts payable balance, January 1. .. 5,000 


Total purchases for the year. $42,100 


(C) Calculation of Operating Expenses: 

Salaries: 

Payments for salaries during the year. $4,200 

Add accrued salaries, December 31. 50 


$4,250 

Deduct accrued salaries, January 1. 100 


Salaries for the year. $4,150 

(D) Rent: 

Payments for rent during the year. 4,400 

(E) Supplies Used: 

Payments for supplies during the year. $200 

Add supplies on hand, January 1. 400 


$600 

Deduct supplies on hand, December 31. 150 


Supplies used during the year. 450 

(F) Depreciation: 

Balance of furniture and fixtures on hand, January 1. . . $3,600 
Add net increase in furniture and fixtures during the 
year: 

Purchases. $3,500 

Less sales (depreciated value). 800 $2,700 


$6,300 

Deduct balance of furniture and fixtures on hand, 

December 31. 5,650 


Depreciation of furniture and fixtures for the year.. 650 

(G) Miscellaneous Expense: 

Payments for miscellaneous expense during the year. 1,200 


Total operating expenses for the year. $10,850 


(H) Purchases Discounts: 

Purchases discounts received on payments to creditors.. '$600 
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(I) Calculation of Interest Income: 

Interest received during the year. $ 60 

Add accrued interest income, December 31. 80 

$130 

Deduct accrued interest income, January 1. 60 

Total interest income for the year. $ 70 


(J) Calculation of Rental Income: 

Rentals received during the year.$1,560 

Add rentals received in advance, January 1. 100 

$1,650 

Deduct rentals received in advance, December 31. 150 

Total rental income for the year. $1,500 

(K) Calculation of Interest Expense: 

Interest charges on notes discounted: 

Face value of notes payable discounted... $10,000 

Proceeds from notes. 9,850 


Interest charges for the year. $150 

Deduct deferred interest expense, December 31. 30 

Total interest expense for the year. $120 


(L) Calculation of Extraordinary Loss — Loss on Sale of Store 
Furniture: 

Cost less depreciation of store furniture sold. $800 

Proceeds from sale. 350 

. Loss on sale of store furniture. $450 


CHANGE FROM SINGLE With the need for adequate accounting rec- 
DOUBLE ^ ^ result of an increase in the number 

as well as the complexity of transactions, it 
often becomes necessary to convert single-entry bookkeeping records 
into a double-entry system. Such a change may be effected by first 
drawing up a balance sheet as of the date of change. This statement 
is used as the basis for a journal entry in compound form with debits 
to all of the asset accounts, credits to asset reserve and liability ac- 
coxmts, and credits to proprietorship elements. If additional accounts 
are to be added to an incomplete ledger already in use, folio check 
marks are made opposite balances that already appear in the ledger; 
accounts are opened and balances recorded for those items not checked. 
If new books are to be used, accounts are opened and balances are 
recorded for all of the items listed in the opening joiu'nal entry. 
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USE OF SINGLE-ENTRY Single entry is discussed here because it rep- 
BOOKKEEPING resents a system that the accountant fre¬ 

quently encounters when he is called upon to prepare accounting state¬ 
ments, to audit books and records, and to prepare government infor¬ 
mational reports and tax returns. Single-entry sj^ems are employed 
because of their simplicity and economy by relatively small businesses, 
nonprofit organizations, and persons acting in a fiduciary capacity. 
A great many individuals maintain records of personal transactions so 
that statements and tax reports may be prepared periodically, but they 
seldom maintain these records on a double-entry basis. In all such 
instances the type of analysis suggested in this chapter is required in 
developing accounting reports. 

The adoption of single-entry bookkeeping cannot be recommended 
for any but the very simplest types of organization. Among the in¬ 
trinsic shortcomings (rf single-entry bookkeeping are the following: 

(1) In the absence of a record of transactions in terms of debit and 
credit, preparation of a trial balance that offers a check of mathematical 
accuracy is not available. 

(2) In the absence of accounts for most of the assets and liabilities, 
preparation of the balance sheet from miscellaneous/sources and 
memoranda may result in omissions and misstatements.' 

(3) Without nominal accounts, detailed analysis of transactions is 
necessary in obtaining operating data. Misstatement of assets and 
liabilities, particularly the failure to report assets at properly depre¬ 
ciated or amortized balances, affects income and expense and may 
result in the material misstatement of profit and loss. 

(4) There is failure to provide a centralized and co-ordinated 
system subject to internal check and available for satisfactory and 
convenient audit by private and governmental auditors. 


QUESTIONS 

1. Distinguish between single-entry and double-entry bookkeeping. 

2. Describe the records and the natiu*e of recording under typical single¬ 
entry bookkeeping. 

3. What are the sources of information for balance sheet items when 
the single-entry plan is followed? 

4. State how each of the following items is calculated in the preparation 
of a statement of profit and loss when single-entry bookkeeping and the 
accrual basis are followed: 
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(a) Merchandise sales. (e) Insurance expense. 

(b) Merchandise purchases. (f) Interest income. 

(c) Depreciation on equipment. (g) Rental income. 

(d) Sales salaries. 

5. “Single-entry bookkeeping is obsolete and has no place in modern 
business.” Do you agree? Explain. 

6. Give the disadvantages of single-entry bookkeeping as compared 
with double-entry bookkeeping. 

7. Describe the procedure to be followed in changing from a single¬ 
entry system to double entry. 

8. From the following data calculate the interest income balance to be 
reported on the statement of profit and loss for the month of December: 

December 1 December 31 

Deferred Interest Income. $2 $20 

Accrued Interest Income. 4 6 

Interest collections during December were $30. 

9. From the following data, calculate the interest expense balance to be 
reported on the statement of profit and loss for the month of December: 

December 1 December 31 

Accrued Interest Expense. $30 $10 

Deferred Interest Expense. 20 15 

Disbursements for interest during December were $80. 

10. On January 1 the capital of J. E. Clay was $4,800 and on January 31 
his capital was $5,450. During the month Clay withdrew merchandise 
costing $150, and on January 25 he paid a $1,200 note payable of the busi¬ 
ness with interest at 6% for 3 months with a check drawn on his private 
checking account. What was Clay’s net profit or loss for the month of 
January? 

11. The Bates Manufacturing Company showed on its balance sheet on 
December 31, 1949, total net worth of $119,800. During the year 1949 
net worth was affected by: (1) an adjustment to surplus for a $200 under¬ 
statement of profit in 1948, (2) a dividend declared but not paid of $8,000, 
and (3) a profit of $7,600. A capital stock figure of $100,000 remained un¬ 
changed during the year. What was the surplus balance on January 1, 
1949? 

12. Total accounts receivable for the Star Sales Company were as follows: 
on January 1, $5,000; on January 31, $4,700. In January $8,000 was 
collected on accounts, $600 was received for cash sales, accounts receiv¬ 
able of $400 were written off as uncollectible, and allowances on sales of 
$150 were made. What are the sales to be reported on the statement of 
profit and loss for January? 
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13. The accounts payable balance for A. M. Jones on November 1 was 
$2,200; on November 30 the balance was $2,800. During the month $300 
was paid for cash purchases, $450 was allowed on purchases returned, 
$5,600 was paid on accounts payable, and $200 was paid representing 
freight-in. The inventory on November 1 was $1,000 and on November 
30 was $1,200. What cost of sales information would be reported on the 
statement of profit and loss for November? 

14. The balance sheet for Kenneth Rhoads on December 31 is as follows: 

Cash. 2,500 Accounts Payable. 5,000 

Accounts Receivable. 6,000 K. Rhoads, Capital. . . . 11,500 

Merchandise Inventory. . 8,000 

16,500 16,500 


During the year Rhoads withdrew cash of $6,000 and merchandise 
costing $2,500 for his personal use. He paid out $26,000 to merchandise 
creditors during the year and paid $8,000 for operating expenses. Rhoads' 
balance sheet at the beginning of the year showed only two assets: cash, 
$1,500, and merchandise inventory, $8,500. Prepare a statement of profit 
and loss for the year, together with supporting schedules for income and 
expense items from the data above. 


15. The following data are obtained from a single-entry set of books kept 
by H. C. Turner: 



Jan. 1 

Dec. 31 


Jan. 1 

Dec. 31 

Accounts Receivable. 

Inventories. 

Prepaid Expenses. . . 
Store Equipment .. . 

. 4,000 

. 3,500 

300 
. 3,000 

6,000 

4,000 

280 

2,700 

Accounts Payable.. . 

Notes Payable. 

Accrued Expenses.. . 

.. 2,000 

200 

1,200 

1,000 

250 


The cashbook shows the following information: 


Balance, January 1. 1,500 

Receipts: 

Collections on accounts receivable. 3,000 

Amount borrowed on issuance of note. 1,000 4,000 


5,500 

Disbursements: 

Withdrawals by owner. 500 

Purchase of store equipment. 800 

Payment on accounts payable. 3,400 

Payment of expenses. 1,000 5,700 


Cash overdraft. (200) 


(a) Prepare a statement of profit and loss. , 

(b) Prepare a schedule to prove the accuracy of the profit cr loss 
figure reported on the statement of profit and loss. 
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PROBLEMS 

1. The following data is obtained from a single-entry set of books kept 
by E. P. Cameron: 

Jan. 1 June 30 


Accounts Receivable. 5,000 6,000 

Notes Receivable. 1,000 1,200 

Accrued Interest on Notes Receivable. 85 60 

Merchandise Inventories. 3,500 2,000 

Store Equipment. 3,000 2,850 

Accounts Payable. 2,500 2,000 

Notes Payable. 1,600 1,800 

Accrued Interest on Notes Payable. 60 45 

A cashbook shows the following information: 

Balance, January 1. 1,500 

Receipts: Accounts Receivable. 8,000 

Notes Receivable. 2,400 

Interest on Notes. 100 10,500 


12,000 

Disbursements: Accounts Payable. 4,000 

Notes Payable. 3,500 

Interest on Notes. 120 

Other Expenses. 2,000 

Withdrawals. 1,000 10,620 


Balance, June 30. 1,380 


The following supplementary information is determined: 

Accounts receivable of $250 were written off as bad. 

Purchases allowances of $140 were received on merchandise purchases. 

Instriictiona: (1) Prepare a statement of profit and loss accompanied by 
schedules in support of income and expense detail. 

(2) Prove the profit or loss by reconciling beginning and ending capital 
balances. 

2. The following information is obtained from the single-entry data for 
Fred Sawryer: 


Accounts Receivable. 

Notes Receivable. 

Merchandise Inventories. 

Prepaid Operating Expenses. 

Accrued Interest on Notes Receivable 

Store Equipment. 

Accounts Payable. 

Notes Payable. 

Accrued Interest on Notes Payable... 

Accrued Operating Expenses. 

Deferred Interest Income. 


Jan. 1 

June 30 

6,000 

7,600 

2,000 

1,600 

3,500 

2,000 

60 

10 

150 

100 

8,260 

3,000 

3,500 

2,800 

1,000 

1,200 

40 

60 

270 

300 

20 

10 
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A cashbook shows the following: 


Balance, January 1. 1,860 

Receipts: Accounts Receivable. 6,100 

Notes Receivable. 1,600 

Interest Income. 160 6,760 


8,100 

Payments: Accounts Payable. 6,000 

Notes Payable. 800 

Interest Expense. 156 

Operating Expenses. 1,650 

Fred Sawyer (Withdrawals). 600 8,205 


Balance, June 30. 105* 


♦Credit 


Instructions: (1) Prepare a statement of profit and loss accompanied by 
schedules in support of income and expense detail. 

(2) Prove the profit or loss by reconciling beginning and ending capital 
balances. 

3. Statements of condition and an analysis of cash from C.A. Scott's 
incomplete records are prepared as follows: 


Balance Sheet of C, A. Scott as of January 1,1949 


Cash. 200 

Accrued Interest on Notes Re¬ 
ceivable . 18 

Accounts Receivable. 3,490 

Notes Receivable. 1,600 

Merchandise Inventory. 1,500 

Delivery Equipment. 1,200 

Building. 2,400 

Land. 2,900 

Unexpired Insurance. 40 

Deferred Interest Expense. 10 


13,358 


Accrued Interest on Notes Pay¬ 


able . 3 

Accounts Payable. 1,300 

Notes Payable. 1,000 

Accrued Wages and Salaries. 70 

Unearned Interest Income. 7 

C. A. Scott, Capital. 10,978 


18,358 


Balance Sheet of C. A. Scott as of January 31,1949 


Cash. 163 

Accrued Interest on Notes Re¬ 
ceivable . 9 

Accounts Receivable. 3,250 

Notes Receivable. 1,600 

Merchandise Inventory. 1,700 

Delivery Equipment. 1,200 

Less Res. for Depr. 25 1,175 


Buildings. 2,800 

Less Res. for Depr. 40 2,760 


Land. 2,900 

Unexpired Insurance. 65 

Deferred Interest Expense. 8 


13,630 


Accrued Interest on Notes Pay¬ 


able . 6 

Accounts Payable. 1,750 

Notes Payable. 1,000 

Accrued Wages and Salaries. 45 

Accrued Taxes. 15 

Unearned Interest Income. 2 

C. A. Scott, Capital. 10,812 


,18,680 
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Cash 


Jan. 1 Balance. 

200 

Jan. Withdrawal by Scott. 

500 

Accounts Receivable . . 

. . 8,000 

Building. 

400 

Sales. 

900 

Purchases. 

340 

Interest Income. 

12 

Accounts Payable. 

6,000 



Wages and Salaries. 

300 



Insurance. 

44 



Miscellaneous Operating 




Expense. 

900 



Freight In. 

450 



Interest Expense. 

15 



Feb. 1 Balance. 

163 


9,112 


9,112 

Feb. 1 Balance. 

163 




Instructions: (1) Calculate the profit or loss for January by considering 
the changes in the owner’s capital balance. 

(2) Prepare a statement of profit and loss with income and expense detail, 
supported by schedules showing determination of amounts reported. 

4, A balance sheet for A. M. Lawrence on January 1, 1949, showed: 


Cash. 800 

Accrued Interest on Notes Re¬ 
ceivable. 15 

Notes Receivable. 1,700 

Accounts Receivable. 3,300 

Merchandise Inventory. 1,600 

Delivery Equipment . 1,500 

Building. 4,800 

Land. 1,700 

Unexpired Insurance. 120 

Deferred Interest Expense. 12 


15,547 


Accrued Interest on Notes Pay¬ 


able . 5 

Accounts Payable. 1,400 

Notes Payable . 1,200 

Accrued Wages and Salaries .... 80 

Unearned Interest Income. ... 8 


A. M. Lawrence, Capital. 12,854 


15,547 


On January 31, 1949, the asset and liability balances are: 


Cash. 1,640 

Accrued Interest on Notes Re¬ 
ceivable . 12 

Notes Receivable. 1,500 

Accounts Receivable. 3,200 

Merchandise Inventory. 1,650 

Delivery Equipment. 1,455 

Building. 4,776 

Land. 2,200 

Unexpired Insurance. 45 

Deferred Interest Expense. 9 


16,487 


Accrued Interest on Notes Pay¬ 


able . 7 

Notes Payable. 1,000 

Accounts Payable . 1,500 

Accrued Wages and Salaries. 50 

Accrued Taxes. 60 

Unearned Interest Income. 6 


2,623 


Uncollectible accounts receivable of $150 were written off during the 
month. All notes receivable and notes payable arose from merchandise 
transactions. 
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Cash receipts and disbursements for the month were: 


Receipts 


Disbursements 


Accounts and Notes Receivable 

8,500 

Land. 

500 

Investment by Lawrence 

300 

Purchases. 

150 

Sales. 

720 

Accounts and Notes Payable. 

6,200 

Interest Income . 

30 

Wages and Salaries . 

350 


— 

Insurance. 

50 


9,550 

j 

Miscellaneous Operating Expense 

Freight In. 

Interest Expense . 

1,050 

400 

10 

8,710 


Instructions: (1) Calculate the profit or loss for January by considering 
the changes in capital. 

(2) Prepare a statement of profit and loss with income and expense detail, 
supported by schedules showing determination of amounts reported. 

5. A balance sheet for Allen and Bailey on January 1,1949, showed the 
following: 


Cash. 

600 

Accrued Expenses . 

150 

Interest Receivable. 

40 

Accounts Payable. 

. 6,000 

Notes Receivable. 

.... 1,200 



Accounts Receivable. 

. . . 6,800 



Merchandise Inventory. . 

.... 7,000 



Furniture and Fixtures, . 

.. . 3,200 

Allen, Capital. 

. 6,300 

Deferred Expenses. 

. 260 

Bailey, Capital. 

6,650 


19,100 


19,100 

On December 31, 1949, 

asset and Ha 

ibility balances are: 


Interast Receivable 

. . 50 

Cash Overdraft. 

550 

Notes Receivable. 

. 1,800 

Accrued Expenses. 

110 

Accounts Receivable. 

. 7,250 

Notes Payable. 

. . 2,500 

Merchandise Inventory. .. 

. 7,500 

Accounts Payable. 

. 7,000 

Furniture and Fixtures. . . 

.... 4,020 



Deferred Expenses. 

.... 280 


10,160 


20,900 



Cash receipts and disbursements for the year were: 


Receipts 


Disbursements 



Investment by Allen. 800 

Cash Sales. 4,300 

Receipts on Accounts and 

Notes . 30,000 

Less Discounts Allowed 400 29,600 

Interest on Notes. 80 

Proceeds from own 6-month, 

$2,500 note discounted at the 
bank at 6% on September 1, 

1949. 2,425 


Withdrawals by Allen ($225 

monthly). 2,700 

Withdrawals by Bailey ($225 

monthly). 2,700 

On Accounts Payable. 22,300 

Less Discounts Allowed 500 21,800 


Purchase of Store Fixtures on 

July 1, 1949. 1,200 

Operating Expenses. 9,955 


38,355 


37,205 
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Deferred interest on the note payable of $26 is included in the deferred 
expense total of $280 on the balance sheet as of December 31. 

Bad accounts written off during the year totaled $410. 

Sales returns and allowances were $850. 

Instructions: (1) Prepare a balance sheet as of December 31, 1949, 
supported by a schedule summarizing changes in capital accounts. 

(2) Prepare a statement of profit and loss showing the income and expense 
detail, supported by schedules to show determination of reported amounts. 

6. Balance sheets for the Dixon Corporation on January 1 and June 30 
show the following: 


Assets 

January 1 

June 30 

Cash . 

Notes Receivable. 

Accounts Receivable. 

Investments (at cost). 

Merchandise Inventories. 

Buildings and Equipment. 

Deferred Expenses. 

. 10,000 

. 25,000 

. 80,000 

. 30,000 

. 210,000 

. 300,000 

. 12,000 

66,000 

20,000 

90,000 

10,000 

200,000 

320,000 

10,000 


667,000 

716,000 

Liabilities and Net Worth 



Accrued Expenses. 

Notes Payable . 

Accounts Payable . 

Bonds Payable . 

Capital Stock . 

Paid-In Surplus . 

Earned Surplus . 

. 5,000 

. 50,000 

. 60,000 

. 50,000 

. 300,000 

. 100,000 

. 102,000 

4,500 

60,000 

75,000 

350,000 

110,000 

116,500 


667,000 

716,000 


An analysis of cash receipts and disbursements discloses the following: 


Receipts Disbursements 


Capital Stock . 60,000 

Trade Debtors . 240,000 

Cash Sales. 80,000 


Notes Receivable Discounted: 

Face Value, $20,000, Proceeds 19,500 
Notes Payable Discounted: 

Face Value, $30,000, Proceeds 28,500 
Sale of Investments. 26,000 


Trade Creditors . 200,000 

Expenses (Operating and Other) 80,000 

Dividends. 40,000 

Equipment. 28,000 

Bonds. 50,000 


Instructions: (1) Prepare a profit and loss statement supported by 
schedules showing calculation of income and expense balances for the six- 
month period ended June 30. 

(2) Prove the profit or loss determined in part (1) by the preparation of 
a statement of earned surplus. 
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7. A. C. Wood, an attorney, has prepared the following operating state¬ 
ment from the information shown in his cash account: 

A. C. WOOD 
Operating Statement 
For Year Ended December 31,1949 


Cash Receipts: 

Collection of Fees and Retainers. 10,200 

Cash Disbursements: 

Office Salaries. 2,850 

Rent. 900 

Utilities. 120 

Office Supplies. 100 

Miscellaneous Expense. 400 

Total Expenses. 4,370 


Net Income for Year. 6,830 


The following facts are ascertained upon inspection of additional informal 
records that are available: 

(1) On January 1, 1949, clients owed Wood $2,400; on December 31, 
1949, the amounts due totaled $3,200. 

(2) Wood collected $1,500 as a retainer for the period March 1,1949, 
to February 28, 1950. 

(3) Rent was paid in advance on the fifteenth of each month. On 
November 15 rent was increased from $70 to $100 a month. 

(4) Office supplies on hand on January 1 were $25; on December 31, 
$40. 

(5) On December 1, Wood received a $2,000, 90-day note, interest 
at 6% payable at maturity, in payment for services rendered. 

(6) Salaries are paid on the fifteenth of each month. A secretary was 
employed throughout the year at $200 a month. An office clerk 
was continuously employed since September 16 at $150 a month. 

(7) Miscellaneous expense includes taxes of $60 paid on September 1 
for the taxable year July 1, 1949, to June 30, 1950. At the be¬ 
ginning of the year the amount of prepaid taxes was $25. 

(8) Furniture and fixtures, cost $3,200, were acquired on March 1, 
1947. Assets are estimated to have a 10-year life. 

Instructions: Prepare an operating statement on the accrual basis, sup¬ 
ported by schedules showing the determination of income and expanse 
balances. 
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8. Dr. William J. Tucker, a credit dentist, keeps a record of cash receipts 
and disbursements that shows the following information for 1949: 


Receipts: 

Collections of Fees. 13,500 

Loan from Bank. 2,000 

Payments: 

Salaries. 3,960 

Office Supplies. 246 

Office Furniture and 

Fixtures. 800 

Insurance. 250 


Payments: 

Laboratory Tools. 350 

Dental Supplies. 1,100 

Repairs to Dental 

Equipment. 25 

Advertising. 2,000 

Rent. 1,620 

Utilities. 150 

Miscellaneous Expense. . . 304 

Personal Drawings. 5,600 


The following information is obtained from additional informal 
vouchers and records found in the office: 

(1) Amounts receivable from clients on December 31, 1949, total 
$5,260. On January 1, 1949, amounts receivable were $350. 

(2) The dental supplies inventory on January 1 was $260; on December 
31 the inventory is $500. 

(3) The office supplies inventory on January 1 was $10; on December 
31 the inventory is $50. 

(4) On December 30, Dr. Tucker sold doubtful accounts of $500 to the 
AAA Finance & Collection Service for $200. Cash has not yet 
been received on the sale. All of the unsold accounts are expected 
to be fully collectible. 

(5) The loan from the bank was made on October 31 and is due at the 
end of 3 months with interest at 6%. 

(6) Office furniture and fixtures were purchased on March 31, 1949, 
and are estimated to last 4 years with no scrap value. 

(7) Estimated depreciation of dental equipment for 1949 was $360. 

(8) Dental tools were inventoried at $700 at the beginning of the year; 
the inventory on December 31 is $620. 

(9) The office girl is paid $150 a month at the end of each month; 
the laboratory assistant was hired in March and is paid $240 on 
the fifteenth of each month. 

(10) Rent is paid in advance on the tenth of each month. Rent was 
increased on July 10 from $120 to $150 monthly. 

(11) Prepaid advertising on December 31 is $125 and accrued charges 
for advertising are $375. No advertising was done in 1948. 

(12) Miscellaneous Expense includes personal and property taxes of 
$100, paid on August 1, for the taxable year ended June 30,1950. 
Prepaid taxes on January 1,1949, were $25. 


Instructions: Prepare a statement of profit and loss for 1949 on the 
accrual basis, supported by schedules showing the determination of income 
and expense balances. 
















CHAPTER XVII 


STATEMENT ANALYSIS-USE OF COMPARATIVE DATA 

STATEMENT ANALYSIS The financial statements give vital informa¬ 
tion concerning the condition of the enter¬ 
prise and the results of its operation. Information of this type is of 
importance to the many groups that are interested in the business, 
including: 

1. The owners — sole proprietor, partners, or stockholders. 

2. The management. 

3. The creditors. 

4. Prospective owners and prospective creditors. 

5. Government — local, state, and federal, including regulatory, tax¬ 
ing, and analysis units. 

6. Employees of the business. 

7. The general public. 

Analysis of the data reported on the accounting statements is 
necessary in reaching conclusions regarding financial condition and 
operations. The nature of the analysis will depend upon the type of 
questions that are raised and the use that is to be made of the informa¬ 
tion sought. For example, inquiry concerning the current condition 
of a company may be answered by comparing current assets as reported 
on the balance sheet with current liabilities. Questions concerning 
growth of a company or the trend of dollar sales can be answered only 
by reference to operating statements for a number of periods. Ques¬ 
tions concerning the relationship of earnings to investment are an¬ 
swered by a comparison of profit and loss and net worth data. The 
process of analysis involves the development of comparisons and the 
measurement of relationships. The results of analysis will form the 
bases for conclusions that are made and the policies that are adopted 
with respect to the business by the various interested groups. 

When the financial condition and the progress of a business are 
being considered, three general factors are normally of primary in¬ 
terest: (1) its solvency, (2) its stability, and (3) its profitability. 

To be solvent, a business must be able to meet its liabilities as they 
matme. Statements are analyzed to determine whether the business 
is and will continue to be solvent. Such analysis includes an examina¬ 
tion of the relationship of current assets to current liabilities, the 
security afforded the various groups through the soundness of asset 
values, the periodic earnings, and the size of the various creditor and 
ownership equities. 
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Stability is judged by (a) the company’s ability currently to meet 
interest requirements on its debt and ultimately to repay principal 
amounts owed, and (b) the company’s ability to pay dividends reg¬ 
ularly to its stockholders. In judging stability, data concerning both 
operations and financial condition require study. Sales must be reg¬ 
ular and there must be a margin on sales sufficient to pay operating 
expenses, interest, and dividends. There should be a satisfactory turn¬ 
over of current assets. Fixed assets must be productively useful. 

Profitability is measured by the company’s success in maintaining 
and increasing the owners’ equity as indicated by its operating state¬ 
ments. The size, the regularity, and the trend of earnings are all 
significant in an appraisal of profitability. 

While attention is normally directed to an evaluation of each of 
the foregoing factors in analytical procedures, analysis must also serve 
the various groups that have certain special questions of individual 
interest. For example, management seeks guides to better control, 
more satisfactory purchasing and credit policies, and more efficient 
utilization of plant assets. Creditors are interested in financial con¬ 
dition not only from a “going concern” point of view, but also in the 
event of forced liquidation. Owners may be concerned with the ques¬ 
tion of expansion and whether this should be effected through ad¬ 
ditional borrowing or through increased investment by owners. 

The various groups interested in the facts of business have looked 
to the accountant, not only for general purpose statements concerning 
financial condition and the results of operations, but also for the special 
analysis of financial data such as they might require for their own 
individual purposes. They have looked to the accountant as best 
qualified to develop anal 5 d;ical data in view of his appreciation of the 
conventions and processes that are applied in the assembly of the 
financial statements which form the basis for analysis. It is not un¬ 
common now for the accountant to submit, along with the regular 
accounting reports, comprehensive analyses of significant financial 
information that Avill assist individuals in reaching intelligent con¬ 
clusions concerning the financial progress of the business. 


PRIMARY INSPECTION Obviously, if analytical data are to be reliable, 

these must be developed from accounting 
reports that properly exhibit the facts of 
business. As a first step, reports to be used as a basis for analysis should 
be carefully reviewed to determine whether they display any short¬ 
comings or discrepancies. In the course of the examination, the follow¬ 
ing questions should be asked: Is there full disclosure of all relevant 
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financial data? Have proper accounting procedures been employed? 
Have appropriate and consistent bases for valuation been used? Are 
the statement data properly classified? Where necessary, statements 
should be corrected so that they report the full financial story in con¬ 
formance with accepted accoimting standards. 

ANALYTICAL Analytical procedures fall into two main 

PROCEDURES Categories: (1) comparisons and measme- 

ments based upon financial data for two or more periods, and (2) com¬ 
parisons and measurements based upon the financial data of only the 
current fiscal period. The first category includes the preparation of 
comparative statements, the determination of ratios and trends for 
data on successive balance sheets and profit and loss statements, and 
special analyses of changes in balance sheet items and operating data. 
In the second category are included the determination of current 
balance sheet and profit and loss relationships and special analyses 
of earnings and earning power. Normally an adequate review of finan¬ 
cial data requires analysis based upon both current data and data 
covering a number of periods. 

The analjd;ical procedures that are commonly employed are illus¬ 
trated in this and the next two chapters. While individual analyses 
will be presented in report and tabular forms, such data are frequently 
reported in graphic form for more effective presentation of significant 
financial relationships. It should be emphasized that the various 
analyses are simply guides to the evaluation of financial data. Sound 
conclusions with respect to the analytical data come only through the 
intelligent use and interpretation of such data. 

COMPARATIVE STATE- Regardless of the financial strength of a 

business at a given point, a company must 
operate successfully if it hopes to continue 
as a going concern. The statement of profit and loss measures opera¬ 
tions. It is possible to view the progress of such operations over a 
number of periods by preparing a comparative statement of profit 
and loss. TTie comparative statement may be constructed to show 
both the dollar changes and the percentage changes in profit and loss 
data for the several periods under review. The absolute changes, to¬ 
gether with the relative changes, are thus shown. The development of 
data summarizing changes taking place over a number of periods is 
known as horizontal analysis. A comparative statement of profit and 
loss for the Marshall Company reporting both dollar and percentage 
changes for a three-year period is illustrated on the following page. 
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MARSHALL COMPANY 

Condensed Comparative Statement of Profit and Loss 


For the Years Ended December 31, 1947, 1948, and 1949 






Increase or Decrease* 


1947 

1948 

1949 

1947-1948 

1948-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Gross Sales. 

1,000,000 

1,750,000 

1,500,000 

750,000 

75% 

250,000* 

14 %* 

Sales Returns. 

50,000 

100,000 

75,000 

50,000 

100% 

25,000* 

25%* 

Net Sales. 

950,000 

1,650,000 

1,425,000 

700,000 

74% 

225,000* 

14%* 

Cost of Goods Sold.... 

630,000 

1,200,000 

1,000,000 

570,000 

90% 

200,000* 

17%* 

Gross Profit. 

320,000 

450,000 

425,000 

130,000 

41% 

25,000* 

6%* 

Selling Expenses. 

240,000 

300,000 

280,000 

60,000 

25% 

20,000* 

7%* 

General Expenses. 

100,000 

110,000 

100,000 

10,000 

10% 

10,000* 

9%* 

Total Expenses. 

340,000 

410,000 

380,000 

70,000 

21% 

30,000 

7%* 

Net Profit or Loss* from 








Operations. 

20,000* 

40,000 

45,000 

60,000 

— 

5,000 

13% 

Other Income . 

50,000 

65,000 

75,000 

15,000 

30% 

10,000 

15% 


30,000 

105,000 

120,000 

75,000 

250%, 

15,000 

14% 

Other Expense. 

10,000 

20,000 

20,000 

10,000 

100% 

— - 

Net Income Before Pro¬ 
vision for Income Tax 

20,000 

85,000 

100,000 

65,000 

325% 

15,000 

18% 

Provision for Income 
Tax. 

5,000 

25,000 

30,000 

20,000 

400%, 

5,000 

20% 

Net Income to Earned 




45,000 




Surplus. 

15,000 

60,000 

70,000 

300% 

10,000 

17% 


It would be possible to show the detail concerning cost of goods 
sold, expenses, other income, and other expense by expanding the 
statement above or by providing this detail by means of separate 
comparative schedules. A comparative schedule reporting the cost 
of goods sold data, for example, is illustrated at the top of the next 
page. 

The effect of operations on financial condition and the progress of 
a business in terms of financial condition can be presented by means 
of a comparative balance sheet. Here, too, both dollar changes and 
percentage changes may be presented to show the absolute as well as 
the relative changes that have taken place over a period of years. Such 
a comparative balance sheet for the Marshall Company for the three- 
year period, 1947-1949 inclusive, is illustrated on the lower part of 
the opposite page. 
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MARSHALL COMPANY 
Comparative Schedule of Cost of Goods Sold 
For the Years Ended December 31, 1947, 1948,1949 






Increase or Decrease*^ 


1947 

1948 

1949 

1947-1948 

1948-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Merchandise Inventory, 








Jan. 1. 

105,000 

125,000 

330,000 

20,000 

19% 

205,000 

164% 

Purchases. 

650,000 

1,405,000 

895,000 

755,000 

116% 

510,000* 

36%* 

Goods Available for Sale 

755,000 

1,530,000 

1,225,000 

775,000 

103% 

305,000* 

20%* 

Less Merchandise Inven¬ 



tory, Dec. 31. 

125,000 

330,000 

225,000 

205,000 

164% 

105,000* 

32 %* 

Cost of Goods Sold. 

630,000 

1.200,000 

1,000,000 

570,000 

90% 

200,000* 

17%* 


MARSHALL COMPANY 
Condensed Comparative Balance Sheet 


December 31, 1947, 1948, 1949 






Increase or Decrease* 


1947 

1948 

1949 

1947-1948 

1948-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Assets 

Current Assets. 

Long-Term Investments 
Plant and Equipment 

(net). 

Intangibles. 

Deferred Charges . ... 

673,500 

250,000 

675,000 

100,000 

61,500 

955,500 

400,000 

875,000 

100,000 

60,500 

855,000 

500,000 

775,000 

100,000 

48,000 

282,000 

150,000 

200,000 

1,000* 

42% 

60% 

30% 

2%* 

100,500* 

100,000 

100,000* 

12,500* 

11 %» 

25% 

11 %* 

21 %• 

Total Assets. 

1,760,000 

2,391,000 

2,278,000 

631,000 

36% 

113,000* 

6%* 

Liabilities 

Current Liabilities. 

Long-Term Debt...... 

130,000 

300,000 

546,000 

400,000 

410,000 

400,000 

416,000 

100,000 

320% 

33% 

136,000* 

25%‘ 

Total Liabilities. 

430,000 

946,000 

810,000 

516,000 

120% 

136,000* 

14%* 

Net Worth 

6% Preferred Stock.... 

Common Stock. 

Paid-In Surplus. 

Earned Surplus. 

250,000 

750,000 

100,000 

230,000 

350,000 

750,000 

100,000 

245,000 

350,000 

750,000 

100,000 

268,000 

100,000 

15,000 

40% 

7% 

23,000 

9"% 

Total Net Worth. 

1,330,000 

1,445,000 

1,468,000 

115,000 

9% 

23,000 

2% 

Total Liabilities and 
Net Worth. 

1,760,000 

2,391,000 

2,278,000 

631,000 

36% 

113,00* 

6%* 



Here, too, it is possible to expand the statement to show asset, 
liability, and net worth group detail, or the detail may be presented 
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in the form of separate supporting schedules. A comparative schedule 
of current assets in support of the balance sheet summary would appear 
as follows: 


MARSHALL COMPANY 
Comparative Schedule op Current Assets 
December 31,1947, 1948, 1949 






Increase or Decrease* 


1947 

1948 

1949 

1947-1948 

1948-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Cash. 

115,000 

100,500 

60,000 

14,500* 

13 %* 

40,500* 

40 %* 

Marketable Securities ... . 

100,000 

150,000 

150,OOC 

50,000 

50% 

— 

Notes Receivable . 

10,000 

40,000 

50,00C 

30,000 

300% 

10,000 

25% 

Accounts Receivable .... 

328,500 

350,000 

380,000 

21,500 

7% 

30,000 

9% 

Total Receivables. 

Less Reserve for Bad 

338,500 

390,000 

430,000 

51,500 

15% 

40,000 

10% 

Debts. 

5,000 

15,000 

10,000 

10,000 

200% 

5,000* 

33%‘ 

Net Receivables. 

333,500 

375,000 

420,000 

41,500 

12% 

45,000 

12% 

Merchandise Inventory.... 

125,000 

330,000 

225,000 

205,000 

164% 

105,000* 

32%* 

Total Current Assets 

673,500 

955,500 

855,000 

282,000 

42% 

100,500* 

11%* 


A comparative surplus statement for the Marshall Company could 
be prepared as follows: 


MARSHALL COMPANY 
Comparative Statement of Earned Surplus 
For the Years Ended December 31,1947,1948,1949 






Increase or Decrease* 


1947 

1948 

1949 

1947-1948 

1948-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Earned Surplus at Bepnning 

of Year. 

Net Income from Statement 
of Profit and Loss. 

240,000 

15,00C 

230,000 

60,000 

245,000 

70,000 

10,000* 

45,000 

4%* 

300% 

15,000 

10,000 

7% 

17% 

Total. 

255,000 

290,000 

315,000 

35,000 

14% 

25,000 

9% 

Dividends: 

Preferred Stock. 

Common Stock. 

15,000 

10,000 

21,000 

24,000 

21,000 

26,000 

6,000 

14,000 

40% 

140% 

2,000 

8% 

Total. 

25,000 

45,000 

47,000 

20,000 

80% 

2,000 

4% 

Earned Surplus at End of 
Year . 

230,000 

245,000 

268,000 

15,000 

7% 

23,000 

9% 
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Information concerning percentage changes on the comparative 
statements serves to point out certmn relationships that require fur¬ 
ther investigation and possible action. For example, the compara¬ 
tive schedule of current assets shows an increase in notes receivable 
of $30,000 at the end of 1948. The indication that this is a 300 per 
cent increase serves to emphasize the significance of the change. 
Investigation may disclose that collections on account are slow and 
customers are postponing payments by the issuance of notes. 

The comparative statement of profit and loss reports an increase 
in sales returns of $50,000 for 1948. The significance of this amount 
is fully appreciated only when it is seen that this represents a 100 per 
cent increase in sales returns as compared with only a 75 per cent in¬ 
crease in sales for the period. An investigation of causes for the dis¬ 
proportionate increase appears warranted. When absolute amounts 
or relative amounts appear out of line, conclusions, favorable or un¬ 
favorable, are not justified until investigation has disclosed the full 
story of the factors responsible for the change. 

Percentage changes in the previous examples have been given in 
terms of the data for the year immediately preceding. With data 
covering more than two years, this procedure results in a changing 
base that makes the comparison of relative changes over the years 
difficult. Where comparisons of data for two or more periods are in¬ 
volved, it is frequently desirable to develop all comparisons in terms 
of the earliest period given. Each amount on the statement represent¬ 
ing the base year is considered 100 per cent. On succeeding statements 
the amount of each item is represented as a percentage of the base 
amount. The set of percentages for several years may thus be inter¬ 
preted as trend values or as a series of index numbers relating to the 
particular items. If 1947 is used as the base year, comparative profit 
and loss data for the Marshall Company may be presented in the 
manner shown on page 430. 

Where relationships for a certain base period can be considered 
as “normal,” a statement like the one on page 430 serves as a clearer 
medium for interpretation than those previously illustrated. For 
example, the comparative statement of profit and loss on page 426 
shows that sales increased 75 per cent, then dropped 14 per cent; sales 
returns increased 100 per cent, then decreased 25 per cent. Analyses 
were based on data for the year immediately preceding. The illustration 
on page 430 shows that sales increased 75 per cent and 50 per cent in 
terms of 1947 results. It also shows that sales returns increased 
100 per cent and 50 per cent as compared with 1947 figures. Here it is 
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MARSHALL COMPANY 

Condensed Comparative Statement of Profit and Loss 


For the Years Ended December 31, 1947, 1948, and 1949 






Increase or Decrease* 


1947 

1948 

1949 

1947 

-1948 

1947 

-1949 





Amount 

Per 

Cent 

Amount 

Per 

Cent 

Gross Sales. 

1,000,000 

1,750,000 

1,500,000 

750,000 

75% 

500,000 

50% 

Sales Returns. 

50,000 

100,000 

75,000 

50,000 

100% 

25,000 

^ 50% 

Net Sales. 

950,000 

1,650,000 

1,425,000 

700,000 

74% 

475,000 

50% 

Cost of Goods Sold.. . 

630,000 

1,200,000 

1,000,000 

570,000 

90% 

370,000 

59% 

Gross Profit. 

320,000 

450,000 

425,000 

130,000 

41% 

105,000 

33% 

Selling Expenses 

240,000 

300,000 

280,000 

60,000 

25% 

40,000 

17% 

General Expenses 

100,000 

110,000 

100,000 

10,000 

10%, 

— 


Total Expenses 

340,000 

410,000 

380,000 

70,000 

21% 

40,000 

12% 

Net Profit or Loss* from 








Operations . 

20,000* 

40,000 

45,000 

60,000 


65,000 

— 

Other Income. 

50,000 

65,000 

75,000 

15,000 

30% 

25,000 

50% 


30,000 

105,000 

120,000 

75,000 

250% 

90,000 

300% 

Other Expense. 

10,000 

20,000 

20,000 

10,000 

100% 

10,000 

100% 

Net Income Before Pro¬ 








vision for Income Tax 

20,000 

85,000 

100,000 

65,000 

325% 

80,000 

400% 

Provision for Income 






Tax . 

5,000 

25,000 

30,000 

20,000 

400% 

25,000 

500% 

Net Income to Earned 








Surplus. 

15,000 

60,000 

70,000 

45,000 

300% 

55,000 

367% 


shown that, while sales returns increased disproportionately as com¬ 
pared with sales in 1948, the increase was proportionate in 1949, both 
sales and returns increasing 50 per cent in terms of 1947 data. 

Analysis in terms of a base year is a desirable practice, not only 
for the comparison of entire statements but also for the comparison 
of various related single items, ratios, and other pertinent data. Data 
expressed in terms of a base year are well adapted for graphic pres¬ 
entation. 

The changes in comparative statement balances may be reported 
in terms of percentages, as was illustrated in previous examples, or 
the changes may be reported in terms of ratios. A 50 per cent increase 
in an item results in the designation of a ratio to the base figure of 
1.5; a 25 per cent decrease in an item results in a ratio to the base 
figure of .75. Plus and minus designations are thus avoided. Use of 
ratios instead of percentages is illustrated in the statement on the 
opposite page. 
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MARSHALL COMPANY 

Condensed Comparative Statement of Profit and Loss 


For the Years Ended December 31, 1947,1948, and 1949 






Increase or Decrease* 


1947 

1948 

1949 

1947-1948 

1947-1949 





Amount 

Ratio 

Amount 

Ratio 

Gross Sales. 

1,000,000 

1,750,000 

1,500,000 

750,000 

1.75 

500,000 

1.50 

Sales Returns. 

50,000 

100,000 

75,000 

50,000 

2.00 

25,000 

1.50 

Net Sales. 

950,000 

1,650,000 

1,425,000 

700,000 

1.74 

475,000 

1.50 

Cost of Goods Sold.... 

630,000 

1,200,000 

1,000,000 

570,000 

1.90 

370,000 

1.59 

Gross Profit. 

320,000 

450,000 

425,000 

130,000 

1.41 

105,000 

1.33 

Selling Expenses. 

240,000 

300,000 

280,000 

60,000 

1.25 

40,000 

1.17 

General Expenses . 

100,000 

110,000 

100,000 

10,000 

I.IC 

— 

— 

Total Expenses. 

340,000 

410,000 

380,000 

70,000 

1.21 

40,000 

1.12 

Net Profit or Loss* from 








Operations. 

20,000* 

40,000 

45,000 

60,000 

— 

65,000 

— 

Other Income. 

50,000 

65,000 

75,000 

15,000 

1.30 

25,000 

1.50 


30,000 

105,000 

120,000 

75,000 

3.50 

90,000 

4.00 

Other Expense. 

10,000 

20,000 

20,000 

10,000 

2.00 

10,000 

2.00 

Net Income Before Pro¬ 
vision for Income Tax 

20,000 

85,000 

100,000 

65,000 

4.25 

80,000 

5.00 

Provision for Income 
Tax. 

5,000 

25,000 

30,000 

20,000 

5.00 

25,000 

6.00 

Net Income to Earned 








Surplus. 

15,000 

60,000 

70,000 

45,000 

4.00 

1 

55,000 

4.67 


It may be observed that in calculating changes in items, when a 
base figure is zero or a minus value, it is possible to indicate a dollar 
change but the change cannot be expressed in terms of a percentage. 
Where there is a positive base figure, however, both absolute values 
and relative percentage values may be calculated. Where ratio analy¬ 
sis is employed, ratios can be expressed only where two positive values 
are given. The foregoing principles are illustrated in the examples 
below: 



Year Ended 
December 31 

Increase or Decrease* 

1948 

1949 

Amount 

Per Cent 

Ratio 

Net Profit or Loss* 

0 

20,000 

20,000 

_ 



0 

2,000* 

2,000* 

— 

— 


5,000* 

2,000 

7,000 

— 



5,000* 

10,000* 

5,000* 

— 

— 


10,000 

0 

10,000* 

100%* 

— 


10,000 

2,000* 

12,000* 

120%* 

— 


10,000 

35,000 

25,000 

250% 

3.50 


10,000 

8,000 

2,000* 

20%* 

.80 
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While the illustrations that have been presented show comparisons 
in terms of annual data, it is frequently desirable to develop comparative 
data for shorter periods. It would be possible, for example, to prepare 
comparative statements for monthly or quarterly intervals. Further¬ 
more, in the case of profit and loss data, it may be desirable to compare 
a current month with the same month of preceding years, or cumulative 
data for the current year to date with data for the equivalent period 
of preceding years. 

A number of companies have adopted the thirteen-month year, 
dividing the calendar year into thirteen equal periods of four weeks. 
Variations for the total number of days and number of Saturdays and 
Sundays found in the calendar months are thus eliminated in the 
development of comparative "monthly” statements. More reliable 
conclusions can be drawn from analyses developed from data for 
periods of comparable length. 


COMPARATIVE STATE- Comparative data may include analyses in 
ANALYSIS terms of percentages or ratios based upon the 

related data of each individual period. For 
example, in presenting comparative operating data, it may be de¬ 
sirable to show the relationship of the component profit and loss ele¬ 
ments to sales for each period. Such procedure is known as vertical 
analysis. Vertical analysis as applied to the comparative profit and 
loss data for the Marshall Company is illustrated on page 433. Net 
sales is used as the base figure, or 100 per cent. If analysis were to be 
made by means of ratios, net sales would be considered 1.00 and 
component items would be expressed in terms of this base. 

While it may not be possible to specify a normal gross profit rate, 
it can be determined from the statement that a severe decline in the 
gross profit percentage took place in 1948 with a partial recovery in 
1949. This would suggest that an analysis of the causes responsible 
for the increase in the cost of goods sold percentage be made. Not¬ 
withstanding the gross profit shrinkage, the net profit percentage on 
each dollar of sales increased in 1948 and again in 1949. This resulted 
from a reduced expense percentage per dollar of sales that more than 
compensated for the increased cost of goods sold. The comparative 
statement points to certain relationships and trends that merit further 
study for a full appreciation of the changes and the interpretation that 
may be placed on these. 

When supporting schedules are prep 2 ired for the detail relating to 
totals on the condensed statement illustrated, individual items may 
be expressed percentage-wise in terms of net sales or in terms of the 



Q. 17] STATEMENT ANALYSIS-USE OF COMPARATIVE DATA 


433 


MARSHALL COMPANY 

Condensed Comparative Statement of Profit and Loss 


For the Years Ended December 31,1947,1948, and 1949 



1947 

1948 

1949 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Gross Sales. 

1,000,000 

50,000 

105.3% 

5.3 

1,750,000 

100,000 

106.1% 

1,500,000 

75,000 

105.3% 

5.3 

Sales Returns. 

6.r 

Net Sales. 

950,000 

630,000 

100.0% 

66.3 

1,650,000 

1,200,000 

100.0% 

72.7 

1,425,000 

1,000,000 

100.0% 

70.2 

Cost of Goods Sold. 

Gross Profit. 

320,000 

33.7% 

450,000 

27.3% 

425,000 

29.8% 


Selling Expenses. 

General Expenses. 

240,000 

100,000 

25.3% 

10.5 

300,000 

110,000 

18.2% 

6.7 

280,000 

100,000 

19.7% 

7.0 

Total Expenses. 

340,000 

35.8% 

410,00C| 

24.9% 

380,000 

26.7% 

Net Profit or Loss* from Opera¬ 
tions . 

Other Income. 

20,000* 

50,000 

2.1%* 

5.3 

40,000 

65,000 

2.4% 

3.9 

45,000 

75,000 

3.1% 

5.3 

Other Expense. 

30,000 

10,000 

3.2% 

1.1 

105,000 

20,000 

6.3% 

1.2 

120,000 

20,000 

8.4% 

1.4 

Net Income Before Provision 

for Income Tax. 

Provision for Income Tax.... 

20,000 

5,000 

2.1% 

.5 

85,000 

25,000 

5.1% 

1.5 

100,000 

30,000 

7.0% 

2.1 

Net Income to Earned Surplus 

15,000 

1.6% 

60,000 

3.6% 

70,000 

4.9% 


total reported on the schedule. Sales salaries, for example, may be 
reported as a certain percentage of sales, with the selling expense 
schedule accounting for expenses totaling 25.3%; or the salaries may 
be reported as a percentage of total selling expenses, with the individual 
items on the schedule adding up to 100%. 

Vertical analysis may be employed in the case of comparative bal¬ 
ance sheets and surplus statements. On the balance sheet related 
items are expressed in percentages or ratios based upon total assets 
or total liabilities plus net worth. A comparative balance sheet with 
percentage analysis for the Marshall Company is given at the top of 
page 434. 

As in the case of profit and loss schedules, when supporting sched¬ 
ules are prepared to show the detail for group totals, individual items 
may be expressed as a percentage of balance sheet base figures or as a 
percentage of the schedule total. 

In preparing a comparative surplus statement, either the begin¬ 
ning or the ending surplus balance may be used as the base for analy¬ 
sis. Use of the beginning surplus balance as a percentage base is 
illustrated on the lower part of page 434. 
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MARSHALL COMPANY 
Condensed Comparative Balance Sheet 
December 31, 1947, 1948,1949 



1947 

1948 

1949 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Assets 

Current Assets. 

Long-Term Investments. . . 

Plant and Equipment (net) 

Intangibles. 

Deferred Charges . 

673,500 

250,000 

675,000 

100,000 

61,500 

38% 

14 

38 

6 

4 

955,500 

400,000 

875,000 

100,000 

60,500 

40% 

17 

37 

4 

2 

855,000 

500,000 

775,000 

100,000 

48,000 

38% 

22 

34 

4 

2 

Total Assets. 

1,760,000 

100% 

2,391,000 

100% 

2,278,000 

100% 

Liabilities 

Current Liabilities. 

Long-Term Debt. 

130,000 

300,000 

7% 

17 

546,000 

400,000 

23% 

17 

410,000 

400,000 

18% ■ 
18 

Total Liabilities. 

430,000 

24% 

946,000 

40% 

810,000 

36% 

Net Worth 

6% Preferred Stock ... 

Common Stock. 

Paid-In Surplus . . . 

Earned Surplus... 

250,000 

750,000 

100,000 

230,000 

14% 

43 

6 

13 

350,000 

750,000 

100,000 

245,000 

15% 

31 

4 

10 

350,000 

750,000 

100,000 

268,000 

15% 

33 

4 

12 

Total Net Worth 

1,330,000 

76% 

1,445,000 

60% 

1,468,000 

64% 

Total Liabilities and Net 

Worth. 

1,760,000 

100% 

2,391,000 

100% 

2,278,000 

100% 


MARSHALL COMPANY 
Comparative Statement of Earned Surplus 
For the Years Ended December 31, 1947, 1948, and 1949 



1947 

1948 

1949 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Earned Surplus at Beginning 

of Year. 

Net Income from Statement of 
Profit and Loss . 

240,000 

15,000 

100% 

6 

230,000 

60,000 

100% 

26 

245,000 

70,000 

100% 

29 

Total. 

255,000 

106% 

290,000 

126% 

315,000 

129% 

Dividends: 

Preferred Stock. 

Common Stock. 

15,000 

10,000 

6% 

4 

21,000 

24,000 

9% 

10 

21,000 

26,000 

9% 

11 

Total. 

25,000 

10% 

45,000 

19% 

47,000 

20% 

Earned Surplus at End of Year 

230,000 

96% 

245,000 

107% 

268,000 

109% 


It should be observed that both horizontal and vertical analyses 
are required for a full understanding of business trends and financial 
and operating relationships. 
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COMMON-SIZE Comparative statements that give only the 

STATEMENTS Vertical percentages or ratios for financial 

data are known as common-size statements since the comparative 
reports are expressed in terms of a common size. Common-size state¬ 
ments may be prepared for (1) the same business as of different 
dates or periods or (2) two or more business units as of the same date 
or period. For example, a common-size statement of profit and loss 
for the Marshall Company, comparing operations for 1947, 1948, and 
1949, follows: 


MARSHALL COMPANY 

Condensed Common-Size Statement of Profit and Loss 
For the Years Ended December 31, 1947, 1948, and 1949 



1947 

1948 

1949 

Gross Sales. 

105.3% 

106.1% 

105.3% 

Sales Returns. 

5.3 

6.1 

5.3 

Net Sales. 

100.0% 

100.0% 

100.0% 

Cost of Goods Sold . 

66.3 

72.7 

70.2 

Gross Profit. 

33.7% 

27.3% 

29.8% 

Selling Expenses. 

25.3% 

18.2% 

19.7% 

General Expenses. 

10.5 

6.7 

7.0 

Total Expenses. 

35.8% 

24.9% 

26.7% 

Net Profit or Loss* from Operations. 

2.1%* 

2.4% 

3.1% 

Other Income. 

5.3 

3.9 

5.3 


3.2% 

6.3% 

8.4% 

Other Expense. 

1.1 

1.2 

1.4 

Net Income before Provision for Income 




Tax. 

2.1% 

5.1% 

7.0% 

Provision for Income Tax . 

.5 

1.5 

2.1 

Net Income to Earned Surplus. 

1.6% 

3.6% 

4.9% 


The example that is given on the following page illustrates the 
preparation of a common-size statement comparing balance sheet data 
for two different companies as of the same date. Here the relationships 
of the various items on the balance sheet for the Marshall Company 
are compared with those for the Norris Corporation as of December 31, 
1949. 
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MARSHALL COMPANY AND NORRIS CORPORATION 
Condensed Common-Size Balance Sheet 


December 31, 1949 


Assets 

Current Assets. 

Long-Term Investments... 
Plant and Equipment (net) 

Intangibles. 

Deferred Charges. 

Total Assets. 


Liabilities 

Current Liabilities. 

Long-Term Debt. 

Deferred Credits. 

Total Liabilities. 


Net Worth 

Preferred Stock. 

Common Stock. 

Paid-In Surplus. 

Earned Surplus. 

Total Net Worth. 

Total Liabilities and Net Worth 


Marshall 

Company 

Norris 

Corporation 

38% 

22 

34 

4 

2 

64% 

35 

1 

100% 

. - 

100% 

18% 

20% 

18 

12 

- 

1 2 

1 

36% 

; 34% 

15% 


; 33 

46% 

4 


12 

i 

64':;. 

66% 

100% 

100% 


The foregoing summary provides a clear display of comparative 
relationships of balance sheet elements for the two companies. It is 
readily seen, for example, that the proportion of the owners’ equity 
for each company is approximately the same. While the Norris Cor¬ 
poration has a larger proportion of current obligations than the Mar¬ 
shall Company, its ratio of current assets to current liabilities far ex¬ 
ceeds that of the Marshall Company, resulting in a much stronger 
current position. 

In preparing common-size balance sheets and statements of profit 
and loss for two companies, one should be certain that the financial 
data for each company were developed in terms of comparable account¬ 
ing methods, classification procedures, and valuation bases. Compara¬ 
tive data are valid only under such circumstances. 
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STATEMENT ACCOUNT* As previously illustrated, the comparative 

In^E'?Income^'^*°'^ statement of profit and loss shows compara¬ 
tive balances, changes in individual profit 
and loss items, and also changes in the net income. Comparative profit 
and loss data may be used in the preparation of a statement accounting 
for the variation in net income. Here comparative data are assembled 
and presented in a manner that directs attention to those elements 
responsible for the change in net income. To illustrate, comparative 
operating data for the Marshall Company for the years 1948 and 1949 
may be presented as follows in accounting for the increased net income 
in 1949: 


MARSHALL COMPANY 

Statement Accounting for Variation in Net Income 
1949 AS Compared with 1948 


$60,000 


Net income for year ended December 31,1948 
Net income was increased as a result of: 
Decrease in selling expenses 

1948 . 

1949 . 

Decrease in general expenses 

1948 . 

1949 . 

Increase in other income 

1949. 

1948. 


Net income was decreased as a result of: 
Decrease in gross profit on sales: 
Decrease in net sales 

1948 . 

1949 . 


Less decrease in cost of goods sold 

1948 . 

1949 . 


$300,000 
280,000 $20,000 


$110,000 
100.000 10,000 


$ 75,000 

65,000 10,000 $40,000 


$1,650,000 
1,425,000 $225,000 


$1,200,000 

1,000,000 200,000 $25,000 


$ 30,000 

25,000 5,000 30,000 10,000 


$70,000 


Increase in provision for income tax 

1949. 

1948. 

Net income for year ended December 31,1949. 


The statement shows that while a decrease in income resulted 
from a decrease in the gross profit on sales and increased income tax, 
decreased operating expenses and an increase in other income more 
than compensated for the gross profit shrinkage. Thus it would appear 
that increased operating efficiency has been a significant factor in in¬ 
creasing profits. 
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It may be desirable to go further and analyze the change in the 
reported gross profit to determine what part is due to changes in 
sales volume and what part is due to a change in the gross profit on 
sales. To illustrate the analytical procedure involved, assume that 
sales prices of the Marshall Company in 1949 are 10 per cent above 
those of 1948. A schedule summarizing the change in gross profit 
can be prepared as follows: 

MARSHALL COMPANY 

Schedule of Analysis of Variation in Gross Profit 
TO Accompany Statement Accounting for Variations in Net Income 
1949 AS Compared with 1948 


Decrease in gross profit caused by: 

Decrease in volume of sales: 

Actual net sales, 1948. $1,650,000 

Net sales, 1949, at 1948 prices ($1,425,000-M.IO) . 1,295,455 

Volume decrease at 1948 prices. $ 354,545 


Gross profit rate, 1948, applied to volume decrease 

{i*^^oTQno X $354,545) equals decrease in gross profit 
resulting from decreased sales volume. 

Increase in gross profit rate: 

Increased sales price: 

Actual net sales, 1949. $1,425,000 

Net sales, 1949, at 1948 prices. 1,295,455 

Less increase in cost of goods sold: 

Actual cost of goods sold, 1949 . $1,000,000 

Cost of goods sold, 1949, on basis of 1948 cost 
percentage X $1,295,455). 942,149 

Total decrease in gross profit. $25,000 


The foregoing schedule shows that, while sales decreased from 
$1,650,000 to $1,425,000, a decrease in sales volume of $354,545 
actually took place in terms of 1948 sales prices. This would have re¬ 
sulted in a decrease in the gross profit of $96,694, were it not for an 
increase in the gross profit of $71,694 that resulted from sales price 
increases of $129,545 accompanied by cost increases of only $57,851 
in terms of 1948 prices and costs. Increased prices, then, offer the 
explanation for only a minor change in the business gross profit in 
spite of a relatively significant decrease in sales volume. 

With information relating to the number of units sold, one can. 
determine the effects upon gross profit of: 

(a) The change in sales as a result of the change in the number of 
units sold. 


57,851 71,694 


$96,694 


$ 129,545 
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(b) The change in sales as a result of the change in sales prices. 

(c) The change in cost of goods sold as a result of the change in 
the number of units sold. 

(d) The change in cost of goods sold as a result of the change in 
the unit cost prices. 

To illustrate, assume in this case that the number of units of goods 
sold in 1949 by the Marshall Company was only 80 per cent of those 
sold in 1948. A schedule can be prepared to analyze the change in 
gross profit as follows: 


MARSHALL COMPANY 

Schedule of Analysis of Variation in Gross Profit 
TO Accompany Statement Accounting for Variations in Net Income 
1949 AS Compared with 1948 


Decrease in gross profit caused by: 


Decrease in net sales: 

Decrease in sales due to change in number of 
units sold: 

Actual net sales, 1948. $1,650,000 

Net sales, 1949, in the absence of price change, 
would have been 80% of $1,650,000, or. 1,320,000 $330,000 


Less increase in sales due to change in sales price: 

Actual net sales, 1949. $1,425,000 

Net sales, 1949, at 1948 prices. 1,320,000 105,000 


Decrease in net sales 


$225,000 


Decrease in cost of goods sold: 

Decrease in cost of goods sold due to change in 
number of units sold: 

Actual cost of goods sold, 1948 . $1,200,000 

Cost of goods sold, 1949, in the absence of cost 
changes would have been 80% of $1,200,000, 

or. 960,000 $240,000 


Less increase in cost of goods sold due to change 


in cost prices: 

Actual cost of goods sold, 1949. $1,000,000 

Cost of goods sold, 1949, at 1948 costs. 960,000 40,000 


Decrease in cost of goods sold 


200,000 


Total decrease in gross profit 


$ 25,000 


The above analysis suggests that, while sales went down $225,000, 
the drop would have been even greater as a result of the shrinkage in 
the number of units sold were it not for increases that were made in 
sales prices. The decreases in selling and general expenses for the year 
had previously been interpreted as evidence of increased operating 
efficiency. It would now appear that this conclusion needs to be ques¬ 
tioned, in view of the analysis showing a material reduction in the 
number of units sold. The gross profit analysis also shows that in- 
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creases in sales prices exceeded the increased cost of goods sold, thus 
helping to maintain the gross profit at close to the total for the previ¬ 
ous year in spite of the sales volume shrinkage. It would appear from 
an overall view that the increased profit for the Marshall Company 
for 1949 is due to the rising prices rather than to greater managerial 
efficiency. 

The schedule illustrated above can be prepared for a business that 
sells only a single uniform commodity. If several different commodities 
are sold, information concerning unit sales, sales prices, and costs for 
each would have to be assembled and separate schedules developed. 
The gross profit variations relating to each class of sales would thus 
be analyzed. 

BREAK-EVEN POINT Financial statements are frequently analyzed 
ANALYSIS determine the business unit’s break-even 

point, that level of sales which will just cover all costs and expenses. 
At the break-even point the business would neither make a profit nor 
incur a loss, but would merely “break even.” 

Analysis of comparative profit and loss data will reveal those costs 
and expenses that fluctuate with the volume of production, known as 
variable charges, and those costs and expenses that remain constant in 
spite of such changing conditions, known as fixed charges. Variable 
items include purchases, direct production costs, sales commissions, 
shipping expenses, supplies, and similar items affected by the volume 
of production and sales. Fixed items include depreciation, taxes, in¬ 
surance, heat and light, administrative salaries, and similar items 
that do not fluctuate with the volume of production or sales. 

If all charges vary in direct proportion to sales and sales are made 
at a price in excess of such charges, there is no break-even point, 
for a profit is recognized from the first sale; here profit varies directly 
with the sales total. Whenever fixed charges are incmred, however, 
a break-even point is reached only when sales cover these charges 
plus whatever variable charges are involved in sales; a profit is realized 
only when the sales figure exceeds fixed charges plus the variable 
charges involved in sales. 

The break-even point can be developed by means of a graph or it 
can be arrived at mathematically. In either case three amounts must 
be known; (1) the total fixed charges of all categories—production, 
selling, general, and administrative; (2) the relationship of variable 
charges of all categories to sales; and (3) the maximum sales that can 
be achieved at full capacity or production. The break-even point can 
be determined graphically by plotting fixed and variable charges and 
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sales information on a chart. To illustrate, assume the following facts 
for the Murray Manufacturing Corporation: 

(a) Total fixed charges are $180,000. 

(b) Variable charges are 40 per cent of sales. 

. (c) The sales price of units, assuming full production, is $500,000. 

This data may be plotted as follows: 



Graph Showing Break-Even Point 


A number of observations can be made from the graph. To break 
even, sales of $300,000 must be reached; stated differently, 60 per cent 
of full capacity must be achieved. This is the point where the total 
charge line and the sales line intersect. At this point fixed charges 
are $180,000 and variable charges are $120,000 (40 per cent of $300,000). 
The profit or loss, assuming any volume of sales, can be determined 
from the graph. The smaller the sales figure below the break-even 
point, the greater the loss; the larger the sales figure above the break¬ 
even point, the greater the profit. Sales of $250,000, for example, will 
result in a loss of $30,000 ($250,000 — [$180,000+40% of $250,000]); 
sales of $400,000 will produce a profit of $60,000 ($400,000 — [$180,000 
+40% of $400,000]). Maximum sales will result in a profit of $120^)00 
($500,000 — [$180,000 +40% of $500,000]). 
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The break-even point may be calculated in the following manner. 
Let “X” equal sales at the break-even point. Then X is equal to the 
sum of the fixed charges, $180,000, plus the variable charges, which 
are 40 per cent of X. 

X = $180,000+.4X 

X-.4X = $180,000 
.6X = $180,000 
X = $300,000 

It should be observed that the higher the fixed charges, the higher 
will be the break-even point. Assuming fixed charges of $240,000 in 
the preceding example, the break-event point would be reached at a 
higher level as follows: 

X = $240,000+. 4X 

X- .4X = $240,000 
.6X = $240,000 
X = $400,000 

Under these conditions operations at 80 per cent capacity would 
be required simply to break even. 

In reaching the foregoing conclusions, charges were classified as 
fixed or variable. It was assumed that fixed items do not vary re¬ 
gardless of the level of sales and that variable items vary in direct 
proportion to sales. Obviously, however, such conditions do not obtain 
in this precise manner in practice. Items classified as fixed frequently 
vary to some degree depending upon sales; on the other hand, variable 
items may not vary in direct proportion to sales as assumed. For ex¬ 
ample, economies of purchasing and production may serve to lower 
certain direct costs; many expenses, both variable and fixed, may rise 
sharply upon reaching a certain point and may contract markedly 
below a certain level. In view of the fact that actual conditions may 
vary from the assumptions that are required in developing the break¬ 
even analysis, this measurement should be accepted as offering simply 
rough approximations. 

Many practical applications may be made of break-even analysis. 
Break-even point information is useful in predicting the effects of an 
increase or decrease in business. For example, in the illustration on 
page 441, if it is predicted that operations of the following year will 
reach 90 per cent of capacity, profits would be estimated at $90,000 
($450,000 — [$180,000+40% of $450,000]). This information may 
be used in the determination of policy with respect to property ac¬ 
quisitions, borrowings, and dividends. 

Break-even point analysis is useful in making decisions concerning 
the expansion of plant facilities. For example, assume that the Murray 
Manufacturing Company, in view of operations at 90 per cent ca- 
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pacity or $450,000, considers an increase in plant facilities that will 
raise fixed charges to $240,000 but that will raise maximum sales 
possibilities to $800,000. Assume variable charges are 40 per cent in 
either case. The following observations might be made: 


Under Present 
Conditions 


Under Proposed 
Conditions 


Break-even point: 

Profit assuming sales at 90% 
present capacity, or $450,000: 


Sales necessary to reach profit 
$90,000: 


of 


of 


X = $180,000-h.4X 

.$300,000 

$450,000 ~ ($180,000 4- 
40% of $450,000) 
.$ 90,000 

S(SaJes) =$180,000-f 
.4S+$90,000 

.$450,000 


X = $240,000 4-.4X 

.$400,000 

$450,000 ~ ($240,000 4- 
40% of $450,000) 
.$ 30,000 

S = $240,000 4“ .484- 
$90,000 

.$550,000 


Maximum profit at capacity: 


$500,000-($180,000 4- 
40% of $500,000) 
.$120,000 


$800,000-($240,000 4- 
40% of $800,000) 
.$240,000 


In deciding whether expansion is warranted at this stage, the in¬ 
creased break-even point, the decreased profit if sales remain $450,000, 
and the increased sales required to produce the same profit would be 
weighed against the increased sales and profit potentials. 


STATEMENT OF APPLI- Comparative balance sheet data show the 
CATION OF FUNDS change that has taken place in working capi¬ 
tal. However, it may be of interest to determine the reasons for the 
change. To what extent did such factors as profits, property acquisi¬ 
tions, retirement of long-term debt, and the issuance of additional 
capital stock affect the company’s working capital during the period? 
Analysis of comparative balance sheet data together with a review 
of activities of the period will reveal the sources and dispositions of 
working capital. Information with respect to working capital is pre¬ 
sented in the form of a special exhibit known as the statement of ap¬ 
plication of funds. Because of the importance of this statement, it is 
considered separately and in detail in Chapter XIX. 


QUESTIONS 

1. Explain how an understanding of accounting assists in the analysis 
and interpretation of financial statements. 

2. Distinguish between horizontal and vertical analytical procedures. 
What special purpose does each serve? 

3. Distinguish between a cumulative statement of profit and loss and a 
comparative statement of profit and loss. What purpose does each serve? 
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4 . Indicate the dollar change, the per cent change, and also the ratio 
that would be reported for each case below, assuming horizontal analysis: 


Gain or loss* on sale of securities: 

1948 1949 1948 1949 

(a) $20,000 $45,000 (e) $20,000 $30,000* 

(b) 50,000 20,000 (f) 0 20,000* 

(c) 0 30,000 (g) 6,000* 6,000 

(d) 40,000 0 (h) 5,000 20,000* 

5. The following comparative data are developed for the Moore Com¬ 
pany: 

1948 1949 

Gross Sales. $510,000 $760,000 

Sales Returns. 10,000 10,000 

Net Sales. $500,000 $750,000 

Cost of Goods Sold. 300,000 465,000 

Gross Profit. $200,000 $285,000 

Operating Expenses. 220,000 240,000 

Net Profit or Loss* from Operations. $ 20,000* $ 45,000 

Other Income. 5,000 5,000 

1 15,000* $ 50,000 

Other Expense. 10,000 10,000 

Net Income or Loss* before Provision for Income Tax. . $ 25,000* $ 40,000 

Provision for Income Tax. 10,000 

Net Income or Loss* to Earned Surplus. $ 25,000* $ 30,000 


(a) What was the net sales percentage increase for 1949? 

(b) What was the gross profit percentage increase for 1949? 

(c) What was the mark-up percentage on cost for 1948 and 1949? 

(d) What is the percentage of net income or loss to net sales? 

(e) What is the net profit dollar increase for 1949? 

(f) What are the factors accounting for the variation in net operating 
results? 

6. What are the factors that are responsible for a change in a company’s 
gross profit? 

7. Comparative data for the Winston Co. appear below. 

(a) If it is assumed that sales prices in 1949 average 25% above those 
for 1948, what part of the change in gross profit is due to a change in the 
sales volume and what part is due to a change in the gross profit rate? 

1948 1949 

$5^000,000 $6^875,000 

3,000,000 4,262,500 

$2,000,000 $2,612,500 


Sales. 

Cost of Goods Sold 

Gross Profit. 
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(b) Assume, instead, that a single commodity is sold, and that the 
sales price of this commodity was $2.50 in 1948 and $2.75 in 1949. Prepare 
a statement analyzing the change in gross profit in terms of volume and 
price changes for both sales and costs. 


8. From the following data for the Foster Co., explain the causes for the 
reduced profit supported by a detailed analysis of the causes for the 
change in gross profit: 



1948 

1949 

Sales 20,000 units @ $4 

$80,000 

25,000 units @ $4.20 $105,000 

Cost of Goods Sold 

50,000 

80,000 


$30,000 

$ 25,000 

Operating Expenses 

10,000 

15,000 

Net Income 

$20,000 

$ 10,000 


9. (a) Define hreak-even point, (b) Distinguish between fixed charges 
and variable charges. 

10. Assuming the same total of all costs and expenses in two companies 
and the same sales income figure at full production, what will cause the 
break-even point in one company to occur at a lower sales figure than in 
the other? 

11. It is determined that the variable charges for the Forrester Company 
are 40% of sales. Sales at capacity operations are $1,000,000. What are 
the break-even points, assuming that total fixed charges are (a) $150,000, 
and (b) $450,000? 

12. The Westholme Corporation shows the following results for 1949: 

Sales. $500,000 

Fixed cost and expenses. $350,000 

Variable costs and expenses. 100,000 450,000 

Net Profit. $ 50,000 

Operations during 1949 were at 80% of capacity. Management as¬ 
sumes that capacity can be increased by 50% by plant remodeling and en¬ 
largement, which will increase fixed items by $200,000 annually. Variable 
costs and expenses are expected to remain at 20% of sales. 

(a) Compute the break-even point under both current and proposed 
conditions. 

(b) Compute the profits at capacity under both current and proposed 
conditions. 

(c) Compute the sales necessary under the proposed plan to reach the 
equivalent of maximum profits imder current conditions. 
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PROBLEMS 

1. The following tabulations summarize operations of the Mercer Sales 
Corporation for 1948 and 1949: 


Sales. 

Sales Returns. 

Net Sales. 

Cost of Goods Sold. 

Gross Profit. 

Selling and General Expenses. 

Net Profit from Operations. 

Other Expenses. 

Net Income or Loss* before Provision for Income Taxes. 
Provision for Income Taxes. 

Net Income or Loss* to Earned Surplus. 


1948 

1949 

$205,000 

$260,000 

5,000 

10,000 

$200,000 

$250,000 

120,000 

170,000 

$ 80,000 

$ 80,000 

50,000 

65,000 

$ 30,000 

$ 15,000 

10,000 

20,000 

$ 20,000 

$ 5,000' 

5,000 


$ 15,000 

$ 5,000' 


Instructions: (1) Prepare a comparative statement of profit and loss show¬ 
ing dollar changes and percentage changes for 1949 as compared with 1948. 

(2) Prepare a comparative statement of profit and loss offering a per¬ 
centage analysis of component profit and loss items in terms of net sales for 
each year. 

(3) Prepare a statement accounting for the variation in net income for 
1949 as compared with 1948. 


2. The financial condition of the Master Wholesale Co. is summarized 


below: 

Assets 1948 1949 

Current Assets: 

Cash on hand and on deposit. $ 60,000 $ 40,000 

U. S. Government securities at cost. 85,000 65,000 

Notes and accounts receivable, less reserve. 240,000 280,000 

Raw materials and supplies. 210,000 300,000 

Goods in process. 160,000 210,000 

Finished goods. 300,000 450,000 

Miscellaneous items. 20,000 20,000 


$1,075,000 $1,365,000 


Investments: 

Bond sinking fund. $ 300,000 $ 350,000 

Investment in properties not in current use. 250,000 250,000 


$ 550,000 $ 600,000 
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1948 1949 

Plant and equipment at cost, less reserve. $ 800,000 $ 750,000 

Intangible assets, less amortization. $ 150,000 $ 125,000 

Deferred Charges: 

Bond discount and expense. $ 30,000 $ 25,000 

Miscellaneous items. 20,000 15,000 

$ 50,000 $ 40,000 

Total Assets. $2,625,000 $2,880,000 

Liabilities 

Current Liabilities: 

Notes and accounts payable. $ 140,000 $ 260,000 

Reserve for income taxes. 20,000 40,000 

Accrued payrolls, interest, and taxes. 25,000 40,000 

Dividends payable. 15,000 20,000 

Miscellaneous items. 5,000 5,000 

$ 205,000 $ 365,000 

Long-term debt— 10-year first mortgage bonds. $ 250,000 $ 250,000 

Estimated employee pensions payable. $ 130,000 $ 150,000 

Deferred credits. $ 30,000 $ 25,000 

Total Liabilities. $ 615,000 $ 790,000 

Net Worth 

Capital Stock: 

4^ % preferred stock, par $25. $ 500,000 $ 500,000 

No-par common stock, stated value $10. 500,000 500,000 

$1,000,000 $1,000,000 

Surplus: 

Paid-in surplus on sale of common stock. $ 650,000 $ 650,000 

Earned surplus — appropriated. 160,000 200,000 

— free. 200,000 240,000 

$1,010,000 $1,090,000 

Total Net Worth. $2,010,000 $2,090,000 

Total Liabilities and Net Worth. $2,625,000 $2,880,000 


Instructions: (1) Prepare a comparative balance sheet showing dollar 
changes and changes in terms of ratios for 1949 as compared with 1948. 

(2) Prepare a common-size balance sheet comparing financial structure 
ratios for 1949 with those for 1948. 
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3. Statements for the Stafford Manufacturing Co. are given below 
and on pages 449 and 450. From these data, prepare comparative 
statements for the three-year period showing dollar and percentage 
changes in terms of 1947, which is to be considered the base period. 


STAFFORD MANUFACTURING CO. 
Balance Sheet 
December 31, 1947, 1948, 1949 


Assets 

1947 

1948 

1949 

Current Assets. 

. $ 700,000 

$ 940,000 

$1,165,000 

Long-Term Investments. 

300,000 

250,000 

300,000 

Plant and Equipment (net). 

1,050,000 

980,000 

1,350,000 

Intangibles. 

150,000 

140,000 

180,000 

Deferred Charges. 

60,000 

50,000 

50,000 

Total Assets. 

. $2,260,000 

$2,360,000 

$3,045,000 

Liabilities 

Current Liabilities. 

. $ 310,000 

$ 370,000 

$ 320,000 

Long-Term Debt (5%). 

200,000 

200,000 

300,000 

Deferred Credits. 

20,000 

30,000 

25,000 

Total Liabilities. 

. $ 530,000 

$ 600,000 

$ 645,000 

Net Worth 

6% Cumulative, Non-Participating 

Preferred Stock, par $50. 

. $ 500,000 

$ 500,000 

$ 500,000 

Common Stock, par $50. 

1,000,000 

1,000,000 

1,500,000 

Paid-In Surplus. 

250,000 

250,000 

350,000 

Earned Surplus (Deficit*). 

20,000* 

10,000 

50,000 

Total Net Worth. 

. $1,730,000 

$1,760,000 

$2,400,000 

Total Liabilities and Net Worth. 

. $2,260,000 

$2,360,000 

$3,045,000 

STAFFORD MANUFACTURING CO. 

Statements of Profit and Loss 

For the Years Ended December 31, 1947, 1948, 1949 


1947 1948 1949 

Gross Sales. $1,800,000 $2,400,000 $2,800,000 

Sales Returns. 40,000 80,000 100,000 


Net Sales. $1,760,000 $2,320,000 $2,700,000 
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Beginning Finished Goods Inventory... 
Cost of Goods Manufactured. 

Goods Available for Sale. 

Ending Finished Goods Inventory. 

Cost of Goods Sold. 

Gross Profit. 

Selling Expenses. 

General and Administrative Expenses. . 

Total Operating Expenses. 

Net Profit or Loss* from Operations.. . . 
Other Income. 


Other Expense. 

Net Income or Loss* before Provision 

for Income Taxes. 

Provision for Income Taxes. 

Net Income or Loss* to Earned Surplus. 



1947 


1948 


1949 

$ 

230,000 

$ 

220,000 

$ 

330,000 


1,230,000 

] 

1,630,000 

1 

,840,000 

$1,460,000 

$1,850,000 

$2 

,170,000 


220,000 


330,000 


360,000 

$1,240,000 

$1,520,000 

$1 

,820,000 

$ 

520,000 

$ 

800,000 

$ 

880,000 

$ 

400,000 

$ 

480,000 

$ 

560,000 


160,000 


170,000 


180,000 

$ 

560,000 

$ 

650,000 

$ 

740,000 

) 

40,000* 

$ 

150,000 

$ 

140,000 


30,000 


30,000 


40,000 

$ 

10,000* 

$ 

180,000 

$ 

180,000 


20,000 


20,000 


40,000 


30,000* 

$ 

160,000 

$ 

140,000 




60,000 


50,000 

$ 

30,000* 

$ 

100,000 

$ 

90,000 


STAFFORD MANUFACTURING CO. 
Schedules of Cost op Goods Manufactured 
For the Years Ended December 31, 1947,1948,1949 


Beginning Raw Materials Inventory. . . 
Raw Materials Purchases. 


Less Ending Raw Materials Inventory. 

Cost of Raw Materials. 

Direct Labor. 

Manufacturing Expenses. 


Add Beginning Goods in Process In¬ 
ventory. 


Deduct Goods in Process Inventory.... 
Cost of Goods Manufactured. 



1947 

1948 

1949 

$ 

180,000 

$ 160,000 

$ 210,000 


600,000 

920,000 

1,080,000 

$ 

780,000 

$1,080,000 

$1,290,000 


160,000 

210,000 

300,000 

$ 

620,000 

$ 870,000 

$ 990,000 


360,000 

440,000 

510,000 


300,000 

360,000 

380,000 

$1 

,280,000 

$1,670,000 

$1,880,000 


150,000 

200,000 

240,000 

$1 

,430,000 

$1,870,000 

$2,120,000 


200,000 

240,000 

280,000 

$1 

,230,000 

$1,630,000 

$1,840,000 
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STAFFORD MANUFACTURING CO. 
Statements op Earned Surplus 
For the Years Ended December 31,1947,1948,1949 


Earned Surplus or Deficit* at the Begin¬ 
ning of the Year. 

Net Income from Statement of Profit and 
Loss. 

1947 

$ 10,000 

30,000* 

1948 

$ 20,000* 

100,000 

1949 

$ 10,000 

90,000 


$ 20,000* 

$ 80,000 

$100,000 

Dividends: 

Preferred Stock. 

Common Stock. 


$ 60,000 
10,000 

$ 30,000 
20,000 



$ 70,000 

$ 50,000 

Earned Surplus or Deficit* at the End of 
the Year. 

$ 20,000* 

$ 10,000 

$ 50,000 

4 . (a) From the data for the Stafford Manufacturing Co. given in 
Problem 3, develop a comparative statement of profit and loss for the 
three-year period, offering percentage analysis of component profit and 
loss items in terms of net sales for each period. 


(b) Prepare a comparative schedule of cost of goods manufactured 
for the three-year period in support of the comparative statement of 
profit and loss, offering percentage analysis of component cost of goods 
manufactured items in terms of the total cost of goods manufactured for 
each year. 

5. From the data for the Stafford Manufacturing Co. given in Problem 
3, prepare a common-size balance sheet comparing financial structure 
percentages for the three-year period. 

6. From the data for the Stafford Manufacturing Co. given in Problem 
3, prepare statements accounting for the variation in net income (1) for 
1949 as compared with 1947, and (2) for 1949 as compared with 1948. 

7. The total of all fixed expenses of the Majestic Company is estimated 
to be $50,000 and the variable expenses, $20,000 at full capacity. The 
estimated sales price of goods sold at full capacity is $80,000. Assume that 
fixed expenses are constant at all rates of business activity and that 
variable expenses vary in direct proportion to sales. 

Instructions: (1) Draw a chart showing the above assumptions and also 
calculate the break-even point. 

(2) Calculate the break-even point, assuming estimates to be the same 
except that the total of expenses of $70,000 at full capacity is composed of 
only $25,000 fixed and $45,000 variable. 
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8. The Vernon Co., which sells a single commodity, shows the following 
operating results for a three-year period: 

1947 1948 1949 


Sales. $4,500,000 $6,000,000 $6,200,000 

Cost of Goods Sold. 2,925,000 4,080,000 4,216,000 

Gross Profit. $1,575,000 $1,920,000 $1,984,000 

Expenses. 1,200,000 1,400,000 1,500,000 

Net Profit. $ 375,000 $ 520,000 $ 484,000 


Sales prices of the commodity sold were as follows: in 1947, $2.25; 
in 1948, $2.40; in 1949, $2.50. 

Instructions: Prepare statements for 1948 and 1949 analyzing the change 
in gross profit as compared with the year immediately preceding in terms of 
volume changes and price changes for both sales and costs. 

9. Comparative profit and loss data for the Redding Company for 1948 
and 1949 follow: 


Sales. 

Cost of Goods Sold. 

1948 

. $2,688,000 

. 1,920,000 

1949 

$3,450,000 

2,760,000 

Gross Profit. 

Expenses. 

. $ 768,000 

. 500,000 

$ 690,000 
550,000 

Net Profit. 

. $ 268,000 

$ 140,000 


Instructions: Prepare a statement analyzing the variation in gross profit, 
giving as much information as can be determined concerning factors responsi¬ 
ble for the change, under each of the following assumptions: 

(1) No data are available concerning price and volume changes. 

(2) Sales prices in 1949 are 20% above those in 1948. 

(3) Total units sold in 1949 are 25% above those sold in 1948. 

10. The following data are determined for the Gerald Manufacturing Co.: 
Up to 40% activity or sales, the fixed expenses are $500,000 and above 
40% the fixed expenses are $600,000. The variable expenses are estimated 
as follows: 


Rate op 

Estimated Variable 

Rate of 

Estimated Variable 

Activity or Sales 

Expenses 

Activity or Sales 

Expenses 

10%. 

. $300,000 

60%. 

. $620,000 

20%. 

. 400,000 

70%. 

. 740,000 

30%. 

. 460,000 

80%. 

. 775,000 

40%. 

. 500,000 

90%. 

. 790,000 

50%. 

. 600,000 

100%. 

. 800,000 
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The sales at 100% capacity are assumed to be $2,000,000. 

Instructions: Construct a chart and determine the approximate break¬ 
even point from the chart. 


11, The Peerless Co. has prepared the following summary relating to 
current activities at capacity and estimated activities at capacity with 
proposed enlarged facilities: 


With Present With Enlarged 

Facilities Facilities 


Sales. $1,000,000 $1,500,000 

Fixed Charges. $600,000 $850,000 

Variable Charges. 250,000 850,000 300,000 1,150,000 


Net Profit. $ 150,000 $ 350,000 


Instructions: (1) Calculate the break-even point under present and under 
proposed conditions. 

(2) Calculate the sales necessary under proposed conditions in reaching 
current profits at capacity operations. 

(3) Calculate the result from operations if sales do not exceed the present 
total under proposed conditions. 

12. The Hanson Company, which has been operating at capacity, shows 
the following results for 1949: 

Sales. $500,000 

Fixed costs and expenses. $300,000 

Variable costs and expenses. 125,000 425,000 


Net profit. $ 75,000 


Management assumes that sales can be increased 50% by improving 
and enlarging the plant. It is estimated that such a program will increase 
fixed items by 40%; however, variable items are expected to decrease 
about 5% in terms of sales as a result of improved plant facilities. 

Instructions: (1) Calculate the break-even point under present conditions 
and under proposed conditions. 

(2) Calculate the sales necessary under proposed conditions if the current 
profit is to be maintained. 

(3) Calculate the profit if operations under proposed conditions reach 
80% of capacity. 

(4) Calculate the maximum profit under proposed conditions. 












CHAPTER XVIII 


STATEMENT ANALYSIS- 
SPECIAL RATIOS AND MEASUREMENTS 


EXTENSIONS OF The importance of comparative reports, as 

veiTtkal^procedures ^ special analyses that may be 

developed from such data, was discussed in 
the preceding chapter. However, it has already been suggested that 
of equal importance is the development of appropriate ratios and 
measurements based upon the data of the single period. For example, 
it is significant to show how the net profit figure for the current period 
compares with net profits of prior periods. It is equally important to 
determine the relationship of the net profit for the current year to the 
net worth. Furthermore, if the relationships developed from data of 
the current period are to have the widest interpretative value, they 
should be compared with similar relationships for previous periods. 
Comparative data, relationships as of a certain date, and trends for 
such relationships are thus given expression. 

The measurement of changes in financial data from one period to 
another was called horizontal analysis. The measurement of individual 
items in terms of other items as of the same date or period was called 
vertical analysis. A number of special measurements developed from 
financial data for a single period will be illustrated in this chapter. 
These represent an extension of the vertical analysis procedure. The 
presentation of such measurements in comparative form represents 
the further application of the horizontal procedure. 

There are a great many special measurements that may be devel¬ 
oped from balance sheet, profit and loss, and supplementary financial 
data as of a certain date or period. Such measurements may be di¬ 
vided into two classes: (1) those that analyze balance sheet position, 
and (2) those that analyze operating results. A number of representa¬ 
tive measurements of both classes will be suggested. Some of these 
will have special significance to particular groups. Other measure¬ 
ments may be of general interest to all groups. Creditors, both pres¬ 
ent and potential, for example, are concerned with the ability of a 
company to pay current obligations and require information concern¬ 
ing the ratio of current assets to current liabilities. Stc>ckholders, 
both present and potential, are concerned with earnings and are in¬ 
terested in the company’s earnings per share of stock. Management 



454 


INTERMEDIATE ACCOUNTING 


[Ch. 18 


is concerned with the liquidity of the merchandise stock and requires 
information concerning the number of times the stock has turned over 
during the past period. All parties are vitally interested in the profit¬ 
ability of operations and desire information concerning the relation¬ 
ship of earnings to both creditor and ownership equities. 

The analyses that are described and illustrated in this chapter 
should not be considered all-inclusive; other special ratios and measure¬ 
ments may be suggested to the various groups, depending upon their 
particular interests. It should be emphasized once again that arbitrary 
conclusions cannot be reached from an individual ratio or measure¬ 
ment; but this information, together with adequate investigation and 
study, may lead to a satisfactory interpretation and evaluation of 
financial data. The analyses to be developed are based upon the 
financial statements for the Marshall Company for 1947, 1948, and 
1949 as presented in the preceding chapter. 

CURRENT RATIO A fundamental measurement in the analysis 

of balance sheet position involves the com¬ 
parison of current assets with current liabilities as of a certain date. 
Total current assets divided by total current liabilities gives a ratio 
that is variously referred to as the current ratio, the working capital 
ratio or the banker’s ratio. 

The current ratio is a valuable measure of the ability of a business 
unit to meet its current obligations. Since it is a measure of liquidity, 
care must be taken to determine that the proper items have been in¬ 
cluded in the current asset and current liability categories. Ordinarily 
a ratio of less than 2 to 1 is regarded as unsatisfactory. A comfortable 
margin of current assets over current liabilities is assurance that the 
business will be able to meet maturing obligations even in the event 
of an unfavorable turn in business conditions and the shrinkage of 
values on the realization of such items as marketable securities, receiv¬ 
ables, and inventories. Bond indentures frequently require that a 
current ratio of 3 to 1 or higher be maintained during the life of the 
bond issue. 

In considering current condition, reference is frequently made to 
a company’s working capital. This term is variously used to indicate 
total current assets or simply the excess of current assets over current 
liabilities. Where the term “working capital” is used to indicate 
total current assets, the term “net working capital” is used to repre¬ 
sent the excess of current assets over current liabilities. Because of 
the differences in the use of the term “working capital,” care must be 
exercised to interpret the term in accordance with the definition that 
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has been placed on it. In this section “working capital” is used to 
denote the difference between current assets and current liabilities. 

The amount of working capital and the current ratio for the 
Marshall Company for 1948 and 1949 are developed as follows:* 

1948 1949 

$955,500 $855,000 
546,000 410,000 

Working Capital. $409,500 $445,000 

Current ratio. 1.8 ; 1 2.1 : 1 

Ratio calculations are sometimes carried out to two or more deci¬ 
mal places; however, ratios do not need to be carried out beyond one 
decimal place unless some particularly significant interpretative value 
is afforded by the more refined measurement. The current ratio just 
given, as well as the other ratios to be described in this chapter, can 
be expressed in terms of percentages. The current ratio above, ex¬ 
pressed as a percentage, would appear: 

1948 1949 

Current ratio. 175*>^ 209% 

From the standpoint of solvency it is more important to consider 
the ratio of current assets to current liabilities than the amount of 
working capital. For example, assume balance sheet data for Com¬ 
panies A and B as follows: 

Company A 


Total Current Assets 400,000 Total Current Liabilities 50,000 

_ __ Company B __ 

Total Current Assets 1,050,000 Total Current Liabilities 700,000 

Both Companies A and B have a working capital of $350,000, but 
Company A has a current ratio of 8:1 while this ratio for Company 
B is 1.5:1. The short-term creditors of Company A are more certain 
of receiving prompt and full payment than those of Company B. 
Bankers would normally be more favorable to Company A on a re¬ 
quest for a short-term loan than to Company B. 

^Frequently, comparative data for more than two years are required in judgiiig the 
trend of relationships. Analyses for only two years are given in the examples in this 
chapter, since these are sufficient to illustrate the comparative procedures involved. 


Current Assets. . . 
Current Liabilities 
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It is possible, however, to overemphasize the importance of a high 
current ratio. Assume that a company is normally able to carry on its 
operations with current assets of $200,000 and current liabilities of 
$100,000. If the company finds itself with current assets of $500,000, 
current liabilities remaining at $100,000, its current ratio has increased 
from 2:1 to 5:1. Actually, however, the company has considerably 
more working capital than it actually requires. 

The amount of working capital required by a particular enterprise 
depends upon both the amount and the character of its business. A 
company doing business for cash and enjoying a rapid inventory turn¬ 
over does not require as much working capital as a manufacturer sell¬ 
ing a product on long-term payments, assuming the same volume of 
business for each. However, the current ratio for individual businesses 
of similar character may vary depending upon the nature of their 
activities and their particular requirements. 

ACID-TEST RATIO A test of immediate solvency is made by 

comparing the sum of cash, readily market¬ 
able securities, notes, and accounts receivable, known as the quick 
assets, with current liabilities. The total of the quick assets when 
divided by current liabilities gives what is known as the acid-test 
ratio or quick ratio. Some time may be required in the conversion of 
raw materials, goods in process, and finished goods into receivables 
and from receivables into cash. A company with a satisfactory current 
ratio may be found to be in an unsatisfactory condition in terms of 
immediate solvency where inventories form a significant part of the 
current asset total. This is revealed by the acid-test ratio. In devel¬ 
oping the ratio, close inspection must be given to receivables and in¬ 
vestments included in the asset total. There may be instances where 
these may actually be less liquid than inventories. 

Normally one looks for a ratio of quick assets to current liabilities 
of not less than 1 to 1. Again, however, special factors of the particular 
unit must be considered. The acid-test ratio for the Marshall Com¬ 
pany is as follows: 

1948 1949 

Quick assets: 


Cash. $100,500 $ 60,000 

Marketable securities. 150,000 150,000 

Receivables (net). 375,000 420,000 


Total quick assets. 

. $625,500' 

$630,000 

Total current liabilities. 

. $546,000 

$410,000 


Acid-test ratio. 1.1 :1 1.6 :1 
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OTHER MEASURES OF It may be of interest to develop other ratios 
POSmON analyzing the working capital position of the 

company. For example, it may be of interest 
to show the relationship of total current assets to total assets, of in¬ 
dividual current assets such as receivables and inventories to total 
current assets, and of individual current assets to total assets. In the 
case of liabilities, relationships may be developed for current liabilities 
and total liabilities, individual current liabilities and total current 
liabilities, and individual current liabilities and total liabilities. Ver¬ 
tical analysis as applied to comparative statements in the previous 
chapter made available such data and also reported the changes and 
trends in such relationships over a period of years. 

The above-mentioned comparisons make available information 
concerning the relative liquidity of total assets and the maturity of 
total obligations, as well as the structure of working capital and shifts 
within the current group. The latter data are significant in view of 
the fact that all items within the current classification are not equally 
current. What may be considered reasonable relationships in the 
analysis of the working capital position again depends upon the partic¬ 
ular enterprise that is being analyzed. 


ANALYSIS OF There are special tests that may be applied 

RECEIVABLES considering the liquidity of two significant 

working capital elements, receivables and inventories. In the case of 
receivables, analysis is directed to evaluation of both the size of the 
receivables carried and their quality. 

Accounts Receivable Turnover. The amount of receivables carried 
normally bears a close relationship to the sales volume. The receivable 
position may be evaluated by calculation of the turnover of accounts 
receivable. This rate is determined by dividing net sales for the period 
by the average accounts and notes receivable from trade debtors. In 
developing a representative average receivables figure, monthly bal¬ 
ances should be used if available. The average receivables figure is 
calculated from thirteen monthly balances, those of January 1, January 
31, February 28, etc. A decreasing turnover ratio indicates that a 
relatively larger portion of the company’s resources is being tied up 
in receivables; an increasing ratio indicates a relatively smaller portion 
of resources in receivables. 

Assume that all receivables of the Marshall Company arose from 
sales and that only balances of receivables at the beginning and end 
of the year are available in determining the average receivables. 
Receivable turnover figures are calculated as follows: 
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Net sales. 

Net receivables: 

Beginning of year. 

End of year. 

Average receivables. 

Receivables turnover within year 


1948 


1949 

$1,650,000 

$1,425,000 

$ 333,500 

$ 

376,000 

$ 375,000 

$ 

420,000 

$ 354,250 

$ 

397,500 

4.7 


3.6 


Age of Receivables. Average accounts are sometimes expressed in 
terms of average days’ sales uncollected. Information is thus offered 
concerning the average age of receivables. These data may also be 
interpreted as the average time required to collect receivables. 

To illustrate the calculation of the age of receivables, assume 300 
business or sales days for the Marshall Company. Annual dollar sales 
may be divided by 300 to find average daily sales. Average receivables 
divided by average daily sales then gives the number of days’ sales in 
average receivables. This procedure is applied to the data for the 
Marshall Company below: 


1948 1949 


Average receivables. $ 354,250 $ 397,500 

Net sales. . $1,650,000 $1,425,000 

Average daily sales (net sales 300). $ 5,500 $ 4,750 

Number of days’ sales in average receivables 64 84 


The same age can be obtained by simply dividing the number of 
days representing the year by the turnover rates of 4.7 and 3.6 for 
1948 and 1949 respectively, as developed earlier. A comparable number 
of days should be used in developing comparisons. Computations are 
normally based on a business year consisting of 300 or 360 days or on 
the calendar year consisting of 365 days. 

Instead of developing the number of days’ sales in average receiv¬ 
ables, it would be possible to report the number of days’ sales in receiv¬ 
ables at the end of the period. This information for the Marshall 
Company is presented below: 

1948 1949 

Receivables at end of period. $375,000 $420,000 

Average daily sales. $ 5,500 $ 4,750 

Number of days’ sales in receivables at the end 
of the period. 68 88 

What constitutes a reasonable number of days in receivables varies 
with the individual business. The proportion of cash sales included in 
the sales figure, as well as the terms relating to credit sales, must be 
, considered in interpreting this measurement. For example, when all 
i merchandise is sold on account on terms of 2/10, n/60, a period of 40 
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days would not seem to be unreasonable, assuming that all sales are 
made on account. If half of the sales are for cash, however, accounts 
receivable would have an average age of 80 days in terms of credit 
sales, or on the average would be 20 days past due. 

Sales activity just before the close of the period should be considered 
in interpreting turnover and age relationships. If sales are unusually 
light or heavy just before the end of the period, receivables are affected 
and the measurements in turn distorted. Where such imevenness 
prevails, it may be better to analyze accounts according to their due 
dates, as was illustrated in Chapter V. 

The problem of keeping accounts receivable at a minimum with¬ 
out losing desirable business is important. Every company must pay 
for the use of capital that it has borrowed, and it is expected to pay 
dividends on stock. The capital invested in accounts usually does not 
provide income. The cost of carrying these accounts must be covered 
by the margin of profit made on sales, which is fixed at the time of the 
sale. The longer the account is carried, the smaller will be the per¬ 
centage return realized on the investment. In addition, there must 
be considered heavier collection charges and bad debt losses. 

In the attempt to gain new and continued business, credit is 
frequently granted for relatively long periods. The element of cost 
involved in granting long-term credit should be recognized. Assume 
that a business has an average daily sales volume of $5,000 and the 
average amount of accounts receivable is $250,000. The latter figure 
represents the average daily business done for 50 days. If collections 
and the credit period can be improved so that outstanding accounts 
receivable represent only 30 days’ sales, then accounts receivable will 
be $150,000. Assuming a cost of 6 per cent to carry the accounts, the 
decrease of $100,000 in accounts would represent a reduction in the 
cost of capital or an increase in profits of $6,000 annually. Assuming 
that the company has 10,000 shares of stock outstanding, the reduction 
in average receivables will increase the per-share earnings of the 
corporation by 60 cents. 


MERCHANDISE INVEN- The amount of merchandise carried in stock 
TORY ANALYSIS normally bears a close relationship to the 

sales volume. In evaluating inventory position, procedures similar to 
those for evaluating receivables may be employed. Both the number 
of times the average inventory has been replenished during a fiscal 
period, known as the merchandise turnover, and the number of days’ 
sales in average inventories carried may be computed from inveritory 
and profit and loss data. 
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Merchandise Turnover. The merchandise turnover is determined 
by dividing cost of goods sold by the average inventory for the period. 
Again, if available, riionthly figures should be used in developing a 
representative average. A decreasing txmiover indicates that a rel¬ 
atively larger portion of a company’s resources are tied up in merchan¬ 
dise; an increasing ratio indicates a relatively smaller portion of the 
company’s resources in merchandise inventories. 

Assume that only the inventories at the beginning and end of the 
year are available for the Marshall Company. Merchandise turnover 
figures are calculated as follows: 


1948 1949 

Cost of goods sold. $1,200,000 $1,000,000 

Merchandise inventory: 

Beginning of year. $ 125,000 $ 330,000 

End of year. $ 330,000 $ 225,000 

Average merchandise inventory. $ 227,500 $ 277,500 

Merchandise turnover within the year. 5.3 3.6 


Age of Merchandise. The average age of the inventory, or considered 
differently, the average time it takes to dispose of the inventory, may 
be calculated by dividing the average inventory by the average daily 
cost of goods sold. Where a turnover figure has been calculated, the 
average age is determined by simply dividing the days in the year by 
the turnover figure for the year. The latter procedure is illustrated 
for the Marshall Company: 

1948 1949 


Merchandise turnover within the year. 5.3 3.6 

Number of days’ sales in average inventory (assuming 

a business year of 300 days). 57 83 


Instead of developing the number of days’ sales in average inven¬ 
tories, the number of days’ sales in inventories at the end of the period 
may be determined by dividing the ending inventory by the average 
daily cost of goods sold. 

Equivalent valuation bases must be employed if measurements 
that are developed from inventory figures are to be comparable. 
Maximum accuracy in developing turnovers and a^ngs is possible if 
information relating to cost of goods sold and inventories is available 
in terms of number of units. A company with departmental classifica¬ 
tions for merchandise will find it desirable to support the inventory 
measurements for the company as a whole with individual measure¬ 
ments for each separate department since there may be considerable 
variation among departments. 
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The effect of seasonal factors on the size of inventories at the end 
of the period should be considered in the inventory analyses. In¬ 
ventories may be abnormally high or low at the end of the period. 
Many companies adopt a fiscal year that ends when operations are at 
their lowest point. This is referred to as the adoption of the natural 
business year. Where such a plan is adopted, stocks will normally be 
at their lowest at the end of the period. The organization is able to 
take inventory and complete year-end closing most conveniently with 
inventories at minimum levels and selling activities at their low point. 

The greater the rate of turnover of the stock of merchandise, the 
smaller is the amount of investment necessary for a given volume of 
business and consequently the higher is the rate of return on the in¬ 
vestment. This conclusion is based on the assumption that the enter¬ 
prise is able to purchase goods in smaller quantities sufficiently often 
at no disadvantage in price. If merchandise must be bought in very 
large quantities in order to get a favorable price, then the savings on 
quantity purchases must be weighed against the additional investment 
and increased costs of storage. 

The financial advantage of an increased turnover figure may be 
illustrated as follows: Assume that the cost of sales figure for a year 
has been $1,000,000, and the average inventory at cost, $250,000; the 
rate of turnover, then, is 4. Assume that through careful buying the 
same volume of business can be maintained with an increased turnover 
of 5, or an average inventory of only $200,000. If the cost of capital 
for carrying the inventory is 6 per cent, the savings on $50,000 will be 
$3,000 annually. The above does not include possible advantages 
gained from a decrease in merchandise spoilage and obsolescence losses; 
the saving in costs of storage space, insurance, and taxes on the excess 
inventory; and the reduction in the risk of losses from price declines. 

Inventory investments and turnover rates vary between different 
enterprises. The facts of each individual business unit must be judged 
in terms of its own financial structure and its own activities. Each 
business must plan an inventory policy that will avoid the extremes 
of a dangerously low stock that may impair sales volume and an over¬ 
stocking of goods with a heavy capital investment attended by dangers 
of shrinking prices and possible difficulties in meeting the obligations 
arising from the purchases. 

RATIO OF NET WORTH The relationship of the equities of the owner- 
TO LIABILITIES gJ.Q^p creditor group in total 

business assets may be measured in terms of ratios. The statements 
employing vertical analysis as given in the preceding chapter illus- 
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trated the development of such measurements. Instead of expression 
in terms of assets, owners’ and creditors’ equities may be expressed 
in terms of each other. For example, owners may have a 60 per cent 
interest in total assets, creditors a 40 per cent interest. Here one can 
say that the owners’ interest is 150 per cent of the creditors’ interest 
in the business, or the ratio of net worth to liabilities is 1.5 to 1. 

Comparative data summarizing ownership and creditor equities 
in assets or the relationship of the equities to each other shows the 
changes taking place in equities. As the ownership equity rises in 
relation to the creditors’equity, the margin of protection to the creditor 
group goes up. From the point of view of the owners, an increase in 
the ownership equity makes the organization less vulnerable to a decline 
in the business cycle and possible inability to meet obligations, and 
also serves to reduce the expense of carrying the debt. 

However, it should not be overlooked that it is normally advan¬ 
tageous to supplement funds contributed by the owners with a certain 
amount contributed by a creditor group. The employment of funds 
contributed by creditors is known as trading on the equity. It is assumed 
that the additional earnings accruing to the business through use of 
“borrowed capital” will exceed the interest charged for the use of such 
funds. When the rate earned on borrowed funds exceeds the rate paid 
for such capital, a gain by trading on the equity is said to have taken 
place; if the rate earned is less than that paid, a loss is incurred on this 
practice. 

The ratio of net worth to total liabilities is considered in judging 
whether trading on the equity has been carried to an excess with 
possible danger to business solvency from a long-term approach. The 
relationship of net worth to liabilities for the Marshall Company 
follows: 

1948 1949 


Total net worth. $1,445,000 $1,468,000 

Total liabilities. $ 946,000 $ 810,000 

Ratio of net worth to total liabilities. 1.5:1 1.8:1 


RATIO OF PLANT AND Comparisons may be made between plant 
T^RkToebt and equipment and the total long-term debt. 

Where plant and equipment is pledged on the 
long-term obligations, this ratio indicates the protection afforded to 
the long-term creditor group, as well as the possibility for the ex¬ 
pansion of long-term indebtedness on the basis of available security. 

In the development of this ratio, present sound values of plant 
and equipment instead of book values should be used if available. 
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since the protection to creditors as well as the ability to borrow on the 
part of the corporation is based on the market values of the assets 
representing the security. If a sinking fund for the retirement of long¬ 
term indebtedness is maintained consisting of the company’s own ob¬ 
ligations that have been reacquired but not retired, such fund should 
be subtracted from the long-term debt in developing the ratio; a sink¬ 
ing fund consisting of other investments, however, would represent 
additional security on the indebtedness rather than a reduction in 
debt and is thus added to plant and equipment for purposes of this 
ratio. Normally, long-term creditors limit their loans to 50 to 60 per 
cent of the value of properties pledged, insisting on an adequate 
margin of safety in the event of business failure and the need to apply 
the security to the payment of the indebtedness. 

The ratio of plant and equipment to long-term debt for the Marshall 
Company follows: 

1948 1949 


Total plant and equipment (net). $875,000 $776,000 

Total long-term debt. $400,000 $400,000 

Ratio of plant and equipment to long-term debt. 2.2:1 1.9:1 


RATIO OF NET WORTH The changes in the relationship of net worth 
EQUIPMENT plant and equipment need to be considered 

in judging whether expansion is taking place 
through an increased ownership equity or through creditor sources. 
An increasing ratio indicates that plant and equipment is being in¬ 
creasingly financed through funds supplied by the sale of stock or the 
retention of earnings within the business, and normally this would be 
looked upon favorably. A declining ratio indicates that the increase 
of plant properties has exceeded the expansion in net worth. This may 
suggest possible overexpansion, the excessive use of credit supplied 
by the creditor group, and greater vulnerability to financial difficulties 
in the event of a decline in business activities. 

The ratio of net worth to plant and equipment for the Marshall 
Company follows: 

1948 1949 

Total net worth. $1,446,000 $1,468,000 

Total plant and equipment (net). $ 876,000 $ 776,000 

Ratio of net worth to plant and equipment. . 1.7:1 1.9:1 


BOOK VALUES PER 
SHARE OF STOCK 


An important measurement of the owners’ 
interest in the business is afforded by a 
determination of the book value 'per share. This is the dollar equity 
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related to each share. Where there is only one class of stock, book 
value per share is calculated by dividing the total net worth by the 
number of shares outstanding. Where both common and preferred 
stock have been issued, it becomes necessary to allocate surplus to the 
two classes. Redemption or liquidation values and cumulative and 
participating features of the preferred issue must be considered in 
determining the surplus relating to preferred stock and the balance 
relating to the residual or common stock equity. If preferred stock 
has a redemption value or a liquidating value in excess of par, the 
portion of surplus required for such premium is identified with pre¬ 
ferred. If preferred stock is cumulative and dividends are in arrears, 
the portion of surplus required to meet such dividends is identified 
with preferred. If preferred stock is fully participating, surplus is 
allocated proportionately both to preferred issues and to common 
issues. 

Both common and preferred stock of the Marshall Company are 
$10 par. The preferred stock is cumulative and nonparticipating, 
and no dividends are in arrears. The preferred stock has a redemption 
value of par. The book values per share for common and preferred are 
calculated as follows: 


1948 1949 

6% preferred stock. $350,000 $350,000 

Common stock. $750,000 $750,000 

Paid-in surplus. $100,000 $100,000 

Earned surplus. $245,000 $268,000 


Book value per share 

of preferred: $350,000 

35,000 shares = 


$350,000 
35,000 shares 


= $ 10.00 


Book value per share 

of common: $750,000+$345,000 m $750,000+$368,000 

75,000 shares -$14.60 75,000 shares =$14.91 


Assume, however, the same net worth for 1949 but cumulative 
and participating information for preferred as listed below. Book 
values of preferred and common stock at the end of 1949, then, would 
be calculated as follows: 


Preferred — cumulative, two years in arrears, and nonparticipating: 
Book value per share of preferred: 

$350,000-4-(2 X $21,000) 

35,000 shares “ 


Book value per share of common: 
$750,000 + ($368,000 - $42,000) 
75,000 shares 


$14.36 
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Preferred — cumulative^ fully participating, and no arrearage: 
Book value per share of preferred: 

($350,000 +$750,000 ^ 


$350,000+’ 


35,000 shares 


Book value per share of common: 

/ $750,000 


$750,0004- \$350,000+$750,000 


X$368, 


;,ooo) 


75,000 shares 


= $13.35 


= $13.35 


Preferred — cumulative, two years in arrears, and fully participating: 
Book value per share of preferred: 


$350,000 +(2 X$21,000) + 


[$350,i 


$350,000 


000+$750,000 


X ($368,000-$42 


, 000 ) 


35,000 shares 

Book value per share of common: 

$750,000 + [$350,000+$750,000^ ($368,000 -$42,000) j _ 

75,000 shares “ *^2.96 


= $14.16 


Frequently, for analysis purposes, the book value of stock is cal¬ 
culated after the surplus is reduced by the amount of intangibles re¬ 
ported in the asset section of the balance sheet. Book value of the 
stock thus reported offers a more conservative appraisal of the owner¬ 
ship equity. 


OTHER MEASUREMENTS A number of measurements of balance sheet 
^RUCTURE^^ sheet structure other than those already described 

are developed in specific instances. Among 
these might be mentioned the ratio of individual noncurrent assets to 
total assets of the business or to total assets of the group, and individual 
noncurrent liabilities to total liabilities of the business or to total 
liabilities of the group. Relationships such as the foregoing may be 
presented directly on comparative statements by means of vertical 
analysis procedures. 


RATIO OF SALES Among the measurements that are developed 

TO ASSETS balance sheet and profit and loss data 

may be mentioned the ratio of sales to assets, sometimes called the 
assets turnover rate, which measures the contribution of assets to the 
sales total. This ratio is calculated by dividing the net sales figure by 
the business assets that produced the sales. Comparative data report¬ 
ing the ratio of sales dollars to the asset dollar investment indicates 
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the relative effectiveness of asset utilization. A ratio increase suggests 
better utilization of assets, although a point may be reached where it 
is concluded that there is a strain on assets and the investment is in¬ 
sufficient for the company to reach sales potentials. A ratio decrease 
indicates that sales are not keeping pace with asset changes, thus 
suggesting the possibility of overinvestment in assets or their inefficient 
use. 

In developing the ratio, long-term investments should be excluded 
from the asset total, since these make no contribution to the sales 
total. If monthly figures for assets are available, these may be used 
in developing a representative average for assets employed during the 
year. Sometimes the assets at the end of the year are used as a basis 
for the computation. Where sales can be expressed in terms of units 
sold, ratios in terms of sales units per dollar invested offer more reliable 
guides to interpretation than sales dollars, since unit results are not 
affected by price level fluctuations. 

Assume that only asset totals for the beginning and end of the 
year are available for the Marshall Company and that sales cannot be 
expressed in terms of units. Ratios are computed as follows; 


Net sales. 

Net assets (excluding long-term investments): 

Beginning of year. 

End of year. 

Average assets for the year. 

Ratio of sales to assets. 


1948 

1949 

$1,650,000 

$1,425,000 

$1,510,000 

$1,991,000 

$1,991,000 

$1,778,000 

$1,750,500 

$1,884,500 

.9:1 

.8:1 


ratio of sales Related to the ratio just described is the 

PI A||jx Akirk 

EQUIPMENT plant and equipment, some¬ 

times referred to as the plant and equipment 
turnover or the fixed asset turnover. Sales, here, is divided by the in¬ 
vestment in plant and equipment, and the resulting figure indicates 
how effectively plant and equipment is utilized in terms of sales. 
With comparative data, judgments may be made concerning the 
relative efficiency of utilization of these assets and the effects of in¬ 
creases or decreases in property on sales. An increase in plant and 
equipment when accompanied by a ratio decrease suggests a possible 
overexpansion in plant facilities. 

Assume that beginning and ending plant and equipment balances 
are used in measuring the average investment for the Marshall Com¬ 
pany. Ratios are computed as follows: 
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1948 1949 

Net sales. $1,650,000 $1,425,000 

Plant and equipment: 

Beginning of year. $ 675,000 $ 875,000 

End of year. $ 875,000 $ 775,000 

Average investment in plant and equipment. $ 775,000 $ 825,000 

Ratio of sales to plant and equipment. 2.1:1 1.7:1 


In certain instances it may be desirable to combine' intangible 
assets with plant and equipment in establishing the base for this 
measurement. 


RATE EARNED ON The adequacy of net income may be measured 
TOTAL ASSETS terms of (1) the return on sales, (2) the 

return on assets producing the income, and (3) the return on the owners’ 
equity in the business. There should be an adequate return in terms 
of each of the three standards if operating results are to be viewed as 
wholly favorable. The return on sales was measured in the previous 
chapter where vertical analysis was applied to profit and loss data. 
The return on total assets, frequently referred to as the asset produc¬ 
tivity rate, is found by dividing the net income by the total assets em¬ 
ployed in the production of such income. Net income represents the 
income transferred to surplus after provision for income taxes. 

If the assets by months are available, these should be used in 
developing the average assets for the year. Frequently, however, the 
assets at the beginning of the year or the assets at the end of the year 
are used for the calculation. In some instances it may be desirable to 
exclude certain income items relating to investments, such as sinking 
fund income, dividends from subsidiaries, and rental income on proper¬ 
ties, so that net income is limited to that resulting from trading opera¬ 
tions. Where this is the case, assets should be reduced by the invest¬ 
ments in developing the income to assets percentage. Sometimes the 
rate of net operating profit to total assets, or, perhaps, the rate of net 
income before provision for income taxes to total assets, is developed 
in comparative form so that rates may not be affected by financial 
management items or by taxes based upon operating results. 

The ratio of net income after provision for income taxes to total 
assets for the Marshall Company is determined below: 


Net income. 

Total assets: 

Beginning of year. 

End of year. 

Average assets. 

Rate earned on total assets 


1948 1949 

$ 60,000 $ 70,000 

$1,760,000 $2,891,000 
$2,391,000 $2,278,000 
$2,075,500 $2,334,500 
2.89% 3.00% 
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RATE EARNED ON The return on the owners' investment is 
WORTH found by dividing the net income by the 
total net worth. It is preferable to use the average net worth for a year 
calculated from monthly data in the development of this ratio, par¬ 
ticularly where significant changes in net worth have occurred during 
the year as a result of the sale of additional stock, the retirement of 
stock, dividends, and earnings. Sometimes the beginning or ending 
net worth is used for the measurement. 

The ratio of net income to total net worth for the Marshall Com¬ 
pany is calculated as follows: 


Net income. 

Net worth: 

Beginning of year 

End of year. 

Average net worth. 


1948 1949 

$ 60,000 $ 70,000 

$1,330,000 $1,445,000 

$1,445,000 $1,468,000 
$1,387,500 $1,456,500 


Rate earned on net worth 


4.32% 4.81% 


TIMES BOND INTEREST Additional measurements of net income may 
EARNro^^*^^* WERE made in terms of (1) its relationship to 

bond interest requirements, (2) its relation¬ 
ship to preferred dividend requirements, and (3) its availability to 
common stockholders. 

Calculation of the number of times earnings cover the bond in¬ 
terest is made by dividing net income before any charge for interest by 
the bond interest requirements for the period. The ability of the com¬ 
pany to meet interest pa 3 nnents and the degree of safety afforded the 
bondholders is thus reported. The number of times interest charges 
were earned by the Marshall Company follows: 


1948 1949 

Net income. $ 60,000 $ 70,000 

Add bond interest (4| % on long-term debt). 18,000 18,000 


Amount available in meeting interest require¬ 
ments. $ 78,000 $ 88,000 


Number of times bond interest requirements 
were earned. 4.3 4.9 


TIMES PREFERRED Calculation of the number of times earnings 

MmTS*^RE^A*RNED cover the preferred dividends is made by 

dividing the net income by the preferred 
dividend requirements for the period. The ability of the company to 
meet dividend requirements on preferred is thus indicated. For the 
Marshall Company calculations are as follows: 
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1948 1949 

Net income — amount available in meeting pre¬ 
ferred dividend requirements. $ 60,000 $ 70,000 

Preferred dividend requirements. $ 21,000 $ 21,000 

Number of times preferred dividend require¬ 
ments were earned. 2.9 3.3 


Frequently net income is expressed in terms of earnings per share 
on preferred. Net income divided by the number of shares of pre¬ 
ferred stock outstanding ^ves the number of dollars earned per share 
of preferred stock. It should be recognized that this amount does not 
represent the earnings to which preferred is entitled, but simply the 
margin of safety of actual earnings as compared with the required 
amount. 

Earnings on preferred shares for the Marshall Company are ex¬ 
pressed as follows: 

1948 1949 

Net income — amount available in meeting pre¬ 


ferred dividend requirements. $60,000 $70,000 

Number of shares of preferred outstanding. 35,000 35,000 

Earnings per share on preferred stock. $1.71 $2.00 


Since preferred stock is 6 per cent $10 par, earnings required to cover 
preferred dividends would be 60 cents per share. 


RATE EARNED ON The rate of earnings on the common stock- 
COMMON EQUITY holders’ equity, sometimes referred to as the 
financial ratio, is calculated by dividing the net income after preferred 
dividend requirements by the equity of the common stockholders. 
The average equity for common stockholders should be determined, 
although the rate is frequently calculated on the basis of the beginning 
or ending common equity. 

In the case of the Marshall Company, whose preferred stock is non¬ 
participating, preferred requirements are limited to 6 per cent. The 
rate earned on the common equity, then, is calculated as follows: 


1948 1949 

Net income. $ 60,000 $ 70,000 

Dividend requirements on preferred stock... $ 21,000 $ 21,000 

Income identified with common stock¬ 
holders’ equity. $ 39,000 $ 49,000 

Common stockholders’ equity: 

Beginning of year. $1,080,000 $1,095,000 

End of year. $1,095,000 $1,118,000,. 

Average common equity. $1,087,500 $1,106,500 

Rate earned on common stockholders’equity 3.6% 4.4% 
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EARNINGS PER SHARE Earnings on common may be expressed in 
ON COMMON terms of the dollar amount relating to each 

share. In computing common share earnings, net income reduced by 
the prior claim on earnings of preferred stock is divided by the number 
of shares of common stock outstanding. In the case of the Marshall 
Company earnings per share on common are computed as follows: 


1948 1949 

Net income. $60,000 $70,000 

Dividend requirements on preferred stock... . 21,000 21,000 

Income identified with common stock equity .. . $39,000 $49,000 

Number of shares of common stock outstanding.. 75,000 75,000 

Earnings per share on common stock. $ .52 $ .65 


DISTRIBUTION OF 
EARNINGS TO 
CREDITOR AND 
OWNERSHIP EQUITIES 


Inasmuch as earnings are the ultimate source 
upon which the creditors and the owners of an 
enterprise alike must rely for a return of both 


principal and income, and because the different classes of security 


holders normally obtain different rates of return, a percentage analysis 


of the disposition of the earnings of a company is frequently of interest 
to all groups. In the case of the Marshall Company it is possible to 


prepare a summary of the distribution of earnings as follows: 


Evitiity 

Equity Totals' Percentage 

1Q48 1949 1948 1949 

Bondholders (41% long¬ 


term debt). $ 400.000 $ 400,(X)0 22% 22% 

Preferred stockholders SoO.OOO 350,000 19% 19';;. 

Common stockholders... 1,087,500 1,106,500 59% 59% 


Total.$1,837,500 $l.H5(i.5()0 1(K)% 100% 


1^er(;entagb 

Distribution Percentage 
.^.M ouNT I’aii) of Total Paid or 

OK Accruing* Earninoh Paid Accruing* to 
TO Eqttitieh or Accruing* Equitieb 


1948 

1949 

1948 

1949’ 

1948 

1949 

.$]8,(X)0 

$18,000 

23';;, 

20';;, 

4.5% 

4 5% 

21,0(X) 

21,0(X) 

27% 

24% 

6 0% 

6.0% 

21,0(K) 

26,000 

31% 

30% 

2.2%» 

2.3% 

15,(XX)* 

23,000* 

19%* 

26%,* 

1 4%* 

2 \%* 

.?78.(X)0 

$88,000 

100% 

1(X)%, 

4~2^ 

4.7% 


OTHER MEASUREMENTS A number of other measurements of opera- 

OP OPERATIONS 

tions and operating results that are significant 
in various instances can be developed. Among these may be mentioned 
such ratios as gross profit to sales, net operating profit to sales, net 
income to sales, individual manufacturing expenses to cost of goods 
manufactured, individual selling expenses and individual general and 
administrative expenses to the totals for these respective groups. These 
relationships are generally presented by means of comparative state¬ 
ments offering horizontal and vertical analyses of profit and loss data. 

^Average equities for the year are indicated in this illustration. It would be possible 
to base analyses on equities as of the beginning of the year or equities as of the end 
of the year. 

*This percentage, while stated here in terms of the common stockholders’ equity, 
could be stated in terms of the par or stated value of the common stock. 






Ch. 18] STATEMENT ANALYSIS — RATIOS AND MEASUREMENTS 


471 


INTERPRETATION OF Analyses introduced in Chapter XVII and 
ANALYSES chapter are developed to help the analyst 

arrive at certain conclusions with regard to the business. It has already 
been suggested that these are only guides to the intelligent interpreta¬ 
tion of financial data. 

All of the ratios and measurements need not be used, but rather 
only those that will actually assist in the development of opinions 
with respect to the questions that have been raised by the analyst. 
Such measurements as are developed need to be interpreted in terms 
of the conditions relating to the particular enterprise, the conditions 
relating to the particular industry to which the enterprise is related, 
and the conditions relating to general business and the economic 
environment within which the enterprise operates. If measurements are 
to be of maximum value, they need to be compared with similar data 
developed for the particular enterprise for past periods, with similar 
measurements that may be available for the industry as a whole and 
that may be regarded as standard or normal, and with pertinent data 
relating to general business conditions and the business cycle as these 
affect the individual enterprise. Only by intelligent use and integration 
of the foregoing sources of data can financial maladjustments be 
recognized and reliable opinions be developed concerning the structure 
and operation of the business unit. 

QUESTIONS 

1. List ten significant ratios and summarize the significance of each. 

2. Define each of the following: (a) working capital, (b) banker’s ratio, 
(c) trading on the equity, (d) quick assets, (e) asset productivity ratio, 
(f) financial ratio. 

3. Distinguish between the “natural business year” and the “thirteen- 
month year.” What advantages are found in the adoption of each plan? 

4. Distinguish between the current ratio and the acid-test ratio. What 

re usually considered minimums for each ratio? 

5. The working capital for the Wright Company has increased in amount 
as follows. Comment on the change: 


Current Assets: 

1948 

1949 

Cash. 

. $15,000 

$ 20,000 

Receivables. 

. 32,000 

40,000 

Inventories. 

. 39,500 

86,000 


$86,500 

$146,000 

Current Liabilities. 

. 32,000 

83,500 

Working Capital. 

. $54,500 

$ 62,500 
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6. Statements for the Hancock Co. show the following balances: 

1948 1949 1950 


Average receivables (net). $ 30,000 $ 40,000 $ 60,000 

Net sales. 345,000 390,000 480,000 


Give any significant measurements that may be developed in analyzing 
the foregoing, assuming a 300-day business year. What conclusions may 
be made concerning receivables, assuming that approximately one-third 
of the sales are for cash and sales on account are made on a 2/30, n/60 
basis. 

7. The average inventory for the ABC Company at cost price is $40,000; 
sales for 1949 were made at 20% above cost and totaled $300,000. (a) 
What was the merchandise turnover rate? (b) What is the average age 
of the inventory on hand, assuming a 365-day year? 

8. Operating statements for the Merriman Sales Co. show the following: 


Sales. 

Cost of Goods Sold: 
Beginning Inventory 
Purchases. 


Ending Inventory 


Gross Profit 


1948 

1949 

1950 

$75,000 

$96,000 

$105,000 

$16,000 

$15,000 

$ 29,000 

50,000 

80,000 

86,000 

$66,000 

$95,000 

$115,000 

15,000 

29,000 

41,000 

$51,000 

$66,000 

$ 74,000 

$24,000 

$30,000 

$ 31,000 


Give whatever measurements may be developed in analyzing the 
inventory positions at the end of each year. What conclusions would 
you make concerning the inventory trend? 

9. The total purchases of goods by the Bailey Wholesale Company 
during 1949 was $360,000. All purchases are on a 2/10, n/30 basis. The 
average balance in the vouchers payable account is $45,000. Is the com¬ 
pany prompt, slow, or average in paying for goods? How many days’ 
average purchases are there in accounts payable, assuming a 300-day 
year? 

10. The net worth for the Mathews Corporation on December 31, 1949, 
is as follows: 


6% Preferred Stock, $50 par. $ 500,000 

Common Stock, $10 par. 1,000,000 

Paid-in Surplus. 200,000 

Earned Surplus. 100,000 


What is the book value per share for both preferred and common 
stock, assuming each of the following conditions: 
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(a) Preferred is cumulative, nonparticipating, with no arrearages. 

(b) Preferred is cumulative, nonparticiapting, dividends two years in 
arrears. 

(c) Preferred is cumulative and fully participating, with no arrearages. 

(d) Preferred is cumulative and fully participating, and dividends are in 
arrears since January 1, 1948. 

11. The balance sheet for the Keller Company shows the following 
equities at the end of each year: 


1948 1949 


4% Bonds Payable. $ 500,000 

6% Nonparticipating Preferred Stock, $100 

par. 500,000 

Common Stock, $25 par. 1,000,000 

Paid-in and Earned Surplus. 300,000 


$ 500,000 

600,000 

1,200,000 

400,000 


Net income after the provision for income tax had been: 1948, $60,000; 
1949, $105,000. Using the foregoing data, calculate for each year: 

(a) The rate of earnings on total net worth at the end of the year. 

(b) The number of times bond interest requirements were earned. 

(c) The number of times preferred dividend requirements were earned. 

(d) The rate earned on the common stockholders' equity. 

(e) The dollar earnings per share of common stock. 


PROBLEMS 


1. The balance sheet data for the 
1949, appear below: 


Cash. $ 60,000 

Marketable securities. 160,000 

Notes and accounts receivable 180,000 

Inventories. 300,000 

Bond sinking fund (outside 

securities). 150,000 

Plant and equipment . 930,000 

Intangible assets. 200,000 

Deferred charges. 20,000 


$2,000,000 


Gordon Company on December 31 
Notes and accounts payable. . $ 6?,000 


Reserve for income taxes .... 20,000 

Accrued wages, interest. 10,000 

Dividends payable . 5,000 

Bonds payable. 400,000 

Deferred credits. 10,000 

Common stock, $20 par. 1,000,000 

Preferred stock, $10 par (non¬ 
participating, noncumula- 

tive). 200,000 

Earned surplus. 140,000 

Reserve for contingencies .. . 150,000 


$2,000,000 


Instructions: From the foregoing, calculate the following: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The ratio of current assets to total assets. 

(e) The ratio of net worth to liabilities. 

(f) The ratio of plant and equipment to bonds. 

(g) The book value of preferred stock. 

(h) The book value of common stock. 
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2. Comparative data for the Wilmer Co. follow: 

Balance Sheet Data 




1948 

1949 

1950 

Assets 





Cash. 

$ 

40,000 $ 

35,000 $ 

65,000 

Trade notes and accounts receivables (net). 


255,000 

320,000 

400,000 

Merchandise inventory (at cost). 


320,000 

380,000 

420,000 

Miscellaneous current items. 


10,000 

5,000 

10,000 

Plant and equipment (net). 


650,000 

600,000 

680,000 

Intangibles. 


100,000 

100,000 

100,000 

Deferred charges. 


15,000 

10,000 

35,000 


$1,390,000 $1,450,000 $1,700,000 

Liabilities and Net Worth 





Trade notes and accounts payable. 

$ 

120,000 $ 

160,000 $ 

210,000 

Wages, interest, dividends payable. 


25,000 

30,000 

40,000 

Reserve for Federal income taxes. 


5,000 

15,000 

35,000 

Miscellaneous current items. 


10,000 

15,000 

10,000 

5% bonds payable. 


300,000 

300,000 

300,000 

Deferred credits. 


5,000 

10,000 

10,000 

6% preferred stock, nonparticipating, $100 





par. 


200,000 

200,000 

200,000 

No-par common stock, $10 stated value.... 


400,000 

400,000 

500,000 

Paid-in surplus. 


200,000 

200,000 

260,000 

Earned surplus free. 


65,000 

60,000 

55,000 

Earned surplus appropriated. 


60,000 

60,000 

80,000 


$1,390,000 $1,450,000 $1,700,000 

Profit and Loss Data 



Net sales. 

$ 

900,000 $1,000,000 $1,200,000 

Cost of goods sold. 


600,000 

660,000 

760,000 

Gross Profit. 

$ 

300,000 $ 

340,000 $ 

440,000 

Selling, general, and other expenses. 


280,000 

300,000 

350,000 

Net income from operations. 

$ 

20,000 $ 

40,000 $ 

90,000 

Provision for Federal income taxes. 


5,000 

15,000 

35,000 

Net income after Federal income taxes.... 

$ 

15,000 $ 

25,000 $ 

55,000 

Dividends paid. 


15,000 

30,000 

40,000 

Net increase or decrease* in earned surplus 


- $ 

5,000*$ 

15,000 


Instructions: From the foregoing, calculate comparative structural 
measurements for 1949 and 1950 as follows: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The trade receivables turnover rate. 
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(e) The average days' sales in receivables at the end of the period (assume 
a 300-day business year). 

(f) The trade payables turnover rate. 

(g) The average days' purchases in payables at the end of the period. 

(h) The merchandise turnover rate. 

(i) The number of days' sales in the inventory at the end of the period. 

(j) The ratio of net worth to total liabilities. 

(k) The ratio of plant and equipment to bonds payable. 

(l) The ratio of net worth to plant and equipment. 

(m) The book value per share of preferred stock. 

(n) The book value per share of common stock. 

3. Using the comparative data for the Wilmer Co. (Problem 2), calculate 
the comparative operating measurements for 1949 and 1950 as follows: 

(a) The ratio of sales to total assets. 

(b) The ratio of sales to plant and equipment. 

(c) The rate earned on net sales. 

(d) The gross profit rate on net sales. 

(e) The rate earned on total assets. 

(f) The rate earned on total net worth. 

(g) The number of times bond interest requirements were earned. 

(h) The number of times preferred dividend requirements were earned. 

(i) The rate earned on the common stockholders' equity. 

(j) The earnings per share on common stock. 

4. Using the comparative data for the Wilmer Co. as given in Problem 2, 
prepare a summary of the distribution of earnings for the three-year 
period similar to that illustrated on page 470. Measurements are to be 
based on equity totals as of the end of the year. 

5. Using the data for the Stafford Manufacturing Co. as given in Problem 
3 on pages 448-450, calculate comparative structural measurements for 
1948 and 1949 as follows: 

(a) The amount of working capital. 

(b) The current ratio. 

(c) The acid-test ratio. 

(d) The current asset turnover rate. 

(e) The finished goods inventory turnover rate. 

(f) The raw materials inventory turnover rate. 

(g) The number of days' sales in the average finished goods inventory 
(assume a 300-day business year). 

(h) The number of days' raw materials requirements in the average raw 
materials inventory. 

(i) The ratio of net worth to total liabilities. 

(j) The ratio of plant and equipment to the long-term debt. 

(k) The book value per share of the preferred stock. 

(l) The book value per share of the common stock. 

6. Using the data for the Stafford Manufacturing Co. as given in Problem 
3 on pages 448-450, calculate comparative operating measurements for 
1948 and 1949 as follows: 

(a) The ratio of sales to total assets. 

(b) The ratio of sales to plant and equipment. 
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(c) The rate earned on net sales. 

(d) The gross profit rate on net sales. 

(e) The rate earned on total assets. 

(f) The rate earned on total net worth. 

(g) The number of times long-term debt interest requirements were 
earned. 

(h) The number of times preferred dividend requirements were earned. 

(i) The rate earned on the common stockholders' equity, 

(j) The earnings per share on common stock. 

7. Using the comparative data for the Stafford Manufacturing Co. as 
given in Problem 3, pages 448-450, prepare a summary of the distribution 
of earnings for 1948 and 1949 similar to that illustrated on page 470. 
Measurements are to be based on equity totals as of the end of each year. 


8. Inventory and receivable balances and also gross profit data for the 
Artega Company appear below: 


Balance Sheet Data: 

Merchandise Inventory, December 31.... 
Trade Receivables, December 31. 

1948 
$ 40,000 
30,000 

1949 
$ 50,000 
35,000 

1950 

$80,000 

60,000 

Profit and Loss Data: 

Net Sales. 

Cost of Sales. 

$210,000 

150,000 

$270,000 

200,000 

$300,000 

230,000 

Gross Profit. 

$ 60,000 

$ 70,000 

$ 70,000 

Instructions: Assuming a 300-day business year, calculate the 

following 


measurements for both 1949 and 1950: 

(a) The trade receivable turnover rate. 

(b) The average days' sales in receivables at the end of the period. 

(c) The merchandise turnover rate. 

(d) The number of days' sales in the inventory at the end of the period. 


9. Net worth accounts for Hasson and Company at the end of 1948 and 
1949 follow: 

1948 1949 


6% Preferred Stock, $50 par 

Common Stock, $10 par. 

Paid-in Surplus. 

Earned Surplus.... 


$100,000 $100,000 
250,000 350,000 

400,000 500,000 

20,000 60,000 


What is the book value of both common and preferred stock at the 
end of 1948 and at the end of 1949, assuming each of the conditions below: 


(a) Preferred is cumulative and nonparticipating; dividend requirements 
have been met on preferred annually. 

(b) Preferred is cumulative and nonparticipating; the last dividend on 
preferred stock was paid for the year 1946. 

(c) Preferred is cumulative and fully participating; dividend requirements 
have been met on preferred annually. 

(d) Preferred is cumulative and fully participating; the last dividend on 
preferred stock was paid for the year 1946. 











CHAPTER XIX 

STATEMENT OF APPLICATION OF FUNDS 


theStatemen^OF periodic statements and analytical sum- 
APPLICATION maries illustrated in the previous chapters 

OF FUNDS may be supplemented by a special report 

that summarizes the flow of working capital through the business 
during the fiscal period. This report is known as the statement of ap¬ 
plication of funds, also variously called the funds statement, the source 
and application of funds statement, the statement of financial benefits 
earned and employed, the statement of financial changes, and the where- 
got, where-gone statement. 

Changes in working capital position of a business unit are significant 
considerations in the analysis of operating results and financial con¬ 
dition. The company’s transactions making working capital available, 
the disposition of available working capital, and the composition of 
the working capital at the end of the period, are all important factors 
in appraising past activities and in judging a company’s ability to 
prosper in the future or possibly even to survive. 

■\^ile comparative balance sheets offer important data concerning 
net changes in working capital items, together with other asset, lia¬ 
bility, and net worth items, the comparative data fail to show what 
resources were made available to the business during the period and 
how such resources were employed. For example, assume that an in¬ 
creased working capital has resulted from profitable operations. This 
will not be apparent from an inspection of comparative earned surplus 
figures where the ending balance results from such various factors as 
profits, dividends, corrections in profits and losses of prior periods, and 
surplus appropriations. Or assume that working capital has been 
applied to the purchase of plant and equipment. This cannot be de¬ 
termined from an inspection of comparative plant and equipment 
balances where the ending balance results from such various trans¬ 
actions as plant and equipment purchases, sales, trade-ins, write-offs 
against reserves, and revaluations. 

The application of funds statement adopts a broader scope than 
that provided by the statement of cash receipts and disbursements. 
The latter statement shows the movement of cash through the business, 
summarizing the sources of cash receipts and the nature of cash-dis¬ 
bursements. The statement of application of funds, while similar in 
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nature and function to the cash receipts and disbursement statement, 
is of considerably wider interest in view of the broader and more com¬ 
prehensive analysis offered. On the funds statement it is working 
capital and not the single item cash that occupies the focal position. 

The statement of application of funds summarizes both the sources 
of working capital and the uses made of working capital during the 
period. This information is presented as support for the change that 
took place in working capital from its balance at the beginning of the 
period to the amount reported at the end of the period. The flow of 
working capital and the effects of this flow on the working capital 
balance are illustrated in the summary below: 

Working Capital, January 1 

Sources of Working Capital During the 
Year: 

From Sale of Non current 
Assets $ 20,000 

From Borrowing on Non- 
current Obligations 100,000 

From Sale of Additional 
Capital Stock 150,000 

From Profitable Operations 30,000 

$300,000 


Working Capital, December 31 

The summary shows $300,000 in working capital made available 
and $200,000 of available working capital consumed during the year, 
resulting in an increase in the business unit’s working capital position 
from $500,000 to $600,000. 

The statement of application of funds is normally prepared in two 
parts. In the first part the net change in working capital fot the period 
is summarized. Here individual sources of working capital are listed 
under the heading “Funds Provided” and individual dispositions of 
working capital are listed under the heading “Funds Applied.” The 
difference between funds provided and funds applied is reported as 
the net increase or decrease in working capital for the period. The 
second part of the statement, which may be prepared as a second 
section on the statement or in the form of a separate supporting 
schedule, offers a listing of the individual working capital items both 
at the beginning and the end of the period, together with the net change 
in each item. Thus the net increase or decrease that has taken place 
in the business unit’s working capital as summarized in the first part 


$500,000 

{Application of Working Capital During 
the Year: 



$120,000 

+ 300,000 

50,000 

- 200,000 —► ' 

10,000 


20,000 


$200,000 

$600,000 



To Purchase of Noncurrent 
Assets 

To Payment of Noncurrent 
Obligations 

To Purchase and Retire¬ 
ment of Own Capital 
Stock 

To Payment of Dividends 
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of the statement is supported here in terms of the separate working 
capital items and their individual changes. 

The statement of application of funds offers the answers to ques¬ 
tions asked by management and owners, such as: “How has our work¬ 
ing capital position changed?” “What happened to our profits?” 
“How did we use the funds provided by the sale of additional capital 
stock?” “Why are we short of cash?” “How much did we realize on 
the sale of securities during the period?” “What did we invest in plant 
and equipment this year?” These are important questions that receive 
their full answer only through the preparation of this statement. 

PREPARATION OF THE The statement of application of funds is 

cl^lON^OF ^NDS^^*" comparative balance sheet 

data supplemented by an explanation of the 
accoimt changes for all noncurrent and net worth items. This informa¬ 
tion is analyzed in developing the explanations for the sources and 
applications of working capital. To illustrate the process of analysis 
and the development of the statement, assume the following balance 
sheet information at the beginning and the end of the fiscal year for 
the Austin Manufacturing Company. 


Dec. 31 Dec. 31 Liabilities and Dec. 31 Dlc. 31 
Assets 1948 1949 Net Worth 1948 1949 

Cash . 90,000 60,000 Notes Payable . 20,000 30,000 

Accounts Receivable. . 110,000 120,000 Accounts Payable. . . . 140,000 120,000 

Inventories . 180,000 220,000 Bonds Payable . 50,000 

Land . 50,000 50,000 Capital Stock . 200,000 350,000 

Buildings and Equip- Surplus . 20,000 70,000 

ment. 120,000 

430,000 570,000 430,000 570,000 


An investigation into balance sheet changes reveals that expendi¬ 
tures of $120,000 were made for buildings and equipment during the 
year, and $50,000 was applied to the retirement of bonds. In making 
these expenditures, working capital was made available in part by the 
issuance of capital stock of $150,000. Surplus was affected only by 
profits for the year; hence profitable operations made additional work¬ 
ing capital of $50,000 available. A portion of these funds was used 
in the acquisition of buildings and equipment and the retirement of 
bonds, and the balance was used for the improvement of the working 
capital position of the business. A statement of application of funds 
reporting the sources and applications of funds together with the 
nature of the changes in working capital is given on page 480. 
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AUSTIN MANUFACTURING COMPANY 
Statement op Application of Funds 
For Year Ended December 31, 1949 


Funds Were Provided By: 

Profitable Operations. 50,000 

Issuance of Capital Stock. 150,000 200,000 


Funds Were Applied To: 

Purchase of Buildings and Equipment. 120,000 

Retirement of Bonds. 50,000 170,000 


Increase in Working Capital. 30,000 


The increase in working capital is accounted for as follows: 



Dec. 31 
1948 

Dec. 31 
1949 

Working Capital 

Working Capital Items 

Increase 

Decrease 

Current Assets: 

Cash. 

90,000 

110,000 

180,000 

20,000 

140,000 

60,000 

120,000 

220,000 

30,000 

120,000 


30,000 

Accounts Receivable. 

10,000 

40,000 

Inventories. 


Current Liabilities: 

Notes Payable. 

10,000 

Accounts Payable. 

20,000 



Increase in Working Capital. 



70,000 

40,000 

30,000 








70,000 

70,000 


In the example above no difficulty was found in the analysis of 
changes of balance sheet items and in the preparation of the statement 
directly from comparative balance sheets, but in most instances the 
preparation of working papers will facilitate the preparation of the 
statement. If working papers were to be prepared in the foregoing 
example, these would appear as shown on the opposite page. 

In preparing working papers, balance sheet items are listed in the 
first pair of columns just as they appear on the comparative balance 
sheet. The net change in each account for the year appears in the 
second pair of columns. Increases in assets, decreases in liabilities, 
and decreases in net worth items are shown in the debit column, since 
the debits must have exceeded the credits to the accounts during the 
year; decreases in assets, increases in liabilities, and increases in net 
worth balances are reported in the credit column, since in these in¬ 
stances the credits must have exceeded the debits. Change balances 
are now carried across to the last two pairs of columns. Debit excesses 
in noncurrent asset, noncurrent liability, or net worth accounts are 
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WonKiNG Papers for Statement of Application of Funds 
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reported in the funds applied column; credit excesses in noncurrent 
asset, noncurrent liability, or net worth accounts are reported in the 
funds provided column. Debit excesses in current asset and current 
liability items are reported in the working capital increase column; 
credit excesses in these are shown as working capital decreases. If 
funds proAdded by changes in noncurrent and net worth items exceed 
the funds applied to such items, then working capital has gone up; 
if funds applied to noncurrent and net worth items exceed funds pro¬ 
vided through these sources, then working capital has gone down by 
the difference. The last two pairs of columns are brought into balance 
with a summary of the net effect of activities upon working capital. 

ANALYSIS OF As previously explained, the preparation of 

IN PREPARATION statement of application of funds re- 

OF STATEMENT quires comparative balance sheet information 

supplemented by data explaining changes in noncurrent and net 
worth balances. The net change in an account balance cannot be relied 
upon to offer a full explanation with respect to the effect of that item 
on working capital. To illustrate, assume that comparative balance 
sheets report a $100,000 increase in bonds payable. Without further 
investigation, this might be interpreted as a source of funds of $100,000; 
but reference to the bond account may disclose that bonds of $200,000 
were issued while bonds of $100,000 were retired during the period. 
A further analysis of the transactions affecting the bond account may 
reveal that the bonds were issued at a discount of $10,000, only 
$190,000 being received on the issue, while a call premium of $5,000 
was paid on bonds retired, resulting in an expenditure of $105,000. 
If such was the case, the statement of application of funds should re¬ 
port funds provided by the issuance of bonds, $190,000, and funds 
applied to bond retirement, $105,000. 

SOURCES OF FUNDS Decreases in noncurrent assets and increases 

in noncurrent liabilities and in net worth 
items require analysis in determining and calculating funds provided; 
increases in noncurrent assets and decreases in noncurrent liabilities 
and in net worth items require analysis in calculating funds applied. 
The following examples indicate sources of working capital and suggest 
the nature of the analysis that is necessary in determining the amount 
of funds provided. 

(1) Decreases in noncurrent asset accounts. Balances in land, equip¬ 
ment, investment, and other noncurrent asset accounts may show 
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decreases in amount as a result of sales of such items, thus representing 
sources of funds. An analysis of the transactions giving rise to account 
change is necessary, however, in calculating the amounts provided; 
disposal of investments at a profit, for example, provides funds greater 
in amount than indicated by the decrease in the asset accoimt. 

(2) Increases in noncurrent liabilities. Balances in long-term note, 
bond, and other noncurrent liability accounts may show increases as 
a result of amounts borrowed, thus representing fund sources. An 
analysis of the transactions giving rise to the account change is neces¬ 
sary; issuance of bonds at a discount, for example, provides funds 
less in amount than is indicated by the increase in the bond account. 

(3) Increases in net worth. The balance in the capital stock account 
may increase as a result of the issuance of stock, thus representing a 
source of funds. In determining the amount provided, however, the 
discount or the premium on the issue must be taken into account. 
Where the change in surplus is not the same as the profit from opera¬ 
tions for a period, an analysis of the surplus account is necessary. The 
increase in surplus from profits represents a source of funds. A de¬ 
crease in surplus resulting from dividend distributions should be 
separately recognized as an application of funds. 

APPLICATIONS The following examples indicate applica- 

OF FUNDS tions of working capital and suggest the 

nature of the analysis necessary in determining the amount of funds 
applied. 

(1) Increases in noncurrent assets. Balances in land, buildings, 
patents, and other noncurrent asset accounts may show increases in 
amount as a result of the acquisitions of such items, thus representing 
fund applications. An analysis of transactions giving rise to the ac¬ 
count change is necessary; the amount paid for patents, for example, 
may be greater than the increase in the patents account because of 
credits made to the account during the course of the period for patent 
cost amortization. 

(2) Decreases in noncurrent liabilities. The balances in mortgage, 
bond, and other noncurrent liability accounts may show decreases 
resulting from retirement of obligations, thus representing fund applica¬ 
tions. An analysis of transactions giving rise to the account change 
is necessary; the amount paid bondholders, for example, may exceed 
the decrease in the bonds account as a result of a call premium paid 
upon bond retirement. 
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(3) Decreases in net worth. Capital stock outstanding may go down 
as a result of the acquisition of capital stock previously issued, thus 
representing fund applications. The amount paid for the stock re¬ 
acquired must be determined, for this amount may differ from the 
reduction that is applied to the capital stock balance. Where the change 
in surplus is not the same as a loss from operations reported for a 
period, an analysis of the surplus account is necessary. The decrease 
in surplus resulting from an operating loss represents an application 
of funds. An additional decrease resulting from dividends should be 
separately recognized as an application of funds. 

WORKING PAPER In the illustration of working papers on page 

ADJUSTMENTS assumed that no adjustments were 

required in the account change balances, and changes were carried to 
the appropriate funds and working capital columns just as reported. 
The preceding discussion has indicated that the net change balances 
require adjustment where they do not report the actual amounts of 
funds provided or applied. 

When adjustments are required, and this is usually the case, the 
statement should be prepared from working papers. Working papers 
should provide for a pair of columns wherein adjusting data may be 
recorded. Changes in account balances as corrected by data in the 
adjustment columns are carried to the appropriate funds columns. 

The adjustments that may be required fall under three headings: 

(1) Adjustments to cancel account changes that had no effect upon 
working capital. Certain entries may have been made to record in¬ 
formation that had no effect upon funds. For example, assets may have 
been appraised and the appraisal changes recorded in the accounts. 
Goodwill or organization expense may have been written off against 
surplus. An asset may have been improperly charged to expense in a 
previous period and, upon discovery of the error, the asset may have 
been charged and surplus credited. The foregoing items, while re¬ 
sulting in changes in account balances, actually had no effect upon 
funds. The changes in account balances are canceled on the working 
papers by adjustments that reverse the entries originally made. 

(2) Adjustments to report the individual sources and applications 
of working capital where several transactions are summarized in a single 
account. The change in the balance of an account may be the result 
of a combination of transactions representing both fund sources and 
applications. For example, where equipment was both purchased and 
sold during the period, the change in the account balance reflects the 
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net effect of the several transactions. Adjustments are made on the 
working papers so that the individual changes may be separately re¬ 
ported. 

(3) Adjustments to report a single source or application of working 
capital where this information is reported in two or more accounts. Funds 
provided or applied as a result of a certain transaction may be reflected 
in two or more accounts. For example, certain investments may have 
been sold for more than cost, a premium may have been paid on the 
retirement of bonds, or bonds or capital stock may have been issued 
at more than par. The changes in the various accounts affected should 
be combined in reporting the source or application of funds for each 
transaction. Adjustments are made on the working papers to combine 
the related changes under a single account title. 

The surplus account offers an example of an account that may be 
affected by all three types of adjustments named. To illustrate, assume 
that the surplus account shows an increase for a year of $10,000. In¬ 
spection of the account discloses the following: 


Mar. 

July 


Surplus 


1 Organization 
written off 
10 Cash Dividends 


Expense 

Jan. 

1 Balance. 

.. 200,000 

. 20,000 

Dec. 

31 Net Profit for Year. 

... 60,000 

. 30,000 





The asset account Organization Expense and Surplus were reduced 
by $20,000. Since this action had no effect upon funds, changes in the 
account balances should be canceled. Cash dividends of $30,000 will 
have to be reported separately as an application of funds. This leaves 
$60,000 as shown in the surplus account to be reported as a source of 
funds resulting from profitable operations. 

The net profit figure requires additional adjustment if charges or 
credits recognized in the calculation of profit arose from book entries 
that had no effect upon funds. For example, assume that depreciation 
of $15,000 was recorded in calculating profit for the year. The entry 
for depreciation, while increasing the reserve for depreciation account 
and reducing the net profit, had no effect upon funds in the current 
period, and thus its effects upon the accounts should be canceled. The, 
funds resulting from profitable operations, then, would consist of 
$60,000, as reported, plus $15,000, the charge against profit that re¬ 
quired no current fund outlay. The purpose of this adjustment may 
be illustrated by the simple case that follows. Assume that comparative 
balance sheets for an attorney show the following: 
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January 1 

Working Capital. 2,000 

Furniture and Fixtures. 2,500 

Less Reserve for Depreciation.. 1,000 1,500 

Capital. 3,500 9,000 

His profit and loss statement reports the following: 

Income from Fees (Received in Cash or Currently 

Receivable). 10,000 

Less: Expenses (Paid in Cash or Currently Payable).. 4,000 

Depreciation. 500 4,500 


December 31 
8,000 

2.500 

1.500 1,000 


Net Profit for Year 


5,500 


Observe that while the net profit for the period was $5,500, working 
capital produced by operations was actually $6,000 ($10,000 less 
$4,000). A statement of application of funds, in this instance, would 
report funds of $6,000 provided by operations and applied to the 
increase of working capital. The $6,000 provided represents, in effect, 
working capital of $500 replacing furniture and fixtures used up plus 
working capital of $5,500 resulting from profitable activities. 

In calculating the funds provided by operations, adjustments for 
increases are required for all items that were charged against income 
but that did not require the outlay of funds in the current period. 
Profits would be increased for such items as depreciation, depletion, 
and the amortization reported on patents, leaseholds, bond payable dis¬ 
counts, and bond investment premiums. The profit figure would be 
reduced for all items that increased profits but that did not make 
working capital available in the current period. Deductions would 
be made for such items as the amortization of bond payable premiums 
and the accumulation of bond investment discounts. 


ADJUSTMENTS ON 
WORKING PAPERS 

ample that follows. 


The natiu-e of the adjustments required on 
the working papers is illustrated in the ex- 
Comparative balance sheet data for the Kelly 


Trading Co. are reported on the opposite page. 


The earned surplus account appears as follows: 


Earned Surplus 


Mar. 

1 Cash Dividends. 

5,000 

Dec. 

31 

1948 Balance. 

7,500 

July 

1 Goodwill written off. . . 

. 10,000 

Dec. 

31 

Profit for Year from 




Profit and Loss Ac¬ 
count . 

20,000 












Ch. 19] 


STATEMENT OF APPLICATION OF FUNDS 


487 



Dec. 31 

, 1948 

Dec. 31 

, 1949 

Cash. 


20,000 


15,000 

Notes Receivable. 


5,000 


5,000 

Accounts Receivable. 

. .. 26,000 


45,000 


Less Reserve for Bad Debts. 

1,500 

23,500 

2,000 

43,000 

Inventories. 


20,000 


51,500 

Land. 


10,000 


25,000 

Buildings and Equipment . 

. . . 60,000 


105,000 


Less Reserve for Depreciation . . 

. .. 16,000 

44,000 

22,000 

83,000 

Investment in Smith Co. Stock. 

.. . (300 shares) 

15,000 

(200 shares) 

10,000 

Goodwill. 


10,000 





147,500 


232,500 

Notes Payable. 


10,000 


5,000 

Accounts Payable. 


15,000 


25,000 

Capital Stock. 


100,000 


150,000 

Paid-In Surplus. 


15,000 


25,000 

Appraisal Surplus. 




15,000 

Earned Surplus. 


7,500 


12,500 



147,500 


232,500 


The statement of profit and loss shows depreciation of $6,000 on 
plant and equipment for the year and summarizes operations as 
follows: 


Net Income. . 21,500 

Less Loss on Sale of 100 shares of Smith Co. Stock. 1,500 

Increase in Earned Surplus for Year. 20,000 


Analysis of accounts and records reveals that $60,000 was realized 
on the issue of additional stock, $10,000 of the total being reported as 
paid-in surplus. Land, cost $10,000, was appraised at $25,000 and the 
appraisal increase was recorded. Smith Co. stock, cost $5,000, had 
been sold for $3,500, which accounted for the loss of $1,500 reported 
on the statement of profit and loss. 

Working papers for the statement of application of funds for the 
year ended December 31, 1949, are prepared as shown on page 488. 

It should be observed that the reserve for bad debts is subtracted 
from accounts receivable and the accounts are shown net on the work¬ 
ing papers. Depreciation reserves are shown separately since these 
accounts require adjustment; instead of being reported as negative 
or credit balances in the debit section, however, it is more convenient 
to report these together with liability and net worth items in the 
working papers credit section. 
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After reporting account changes, adjustments are entered in the 
adjustment columns. The basis for each adjustment is explained below: 

(a) Analysis of the surplus account shows an increase from opera¬ 
tions as reported by the statement of profit and loss of $20,000. The 
adjustment to remove earnings from Smplus to a section that sum¬ 


marizes funds provided by operations is: 

Earned Surplus. 20,000 

Funds Provided by Operations: Profit per State¬ 
ment of Profit and Loss. 20,000 


Funds Provided by Operations is reported on a separate line below 
the comparative balance sheet detail. Since a number of adjustments 
to the profit figure may be required in completing the working papers, 
adequate space should be allowed after this line for such adjustments. 
Other adjustments not related to this section but requiring entries in 
the lower section of the working papers are reported below the space 
allotted for this summary. 

(b) Analysis of the surplus account shows a charge for dividends. 
This information is to be reported separately as an application of 
funds. The charge is removed from Surplus and is reported on a sepa¬ 
rate line below the space alloted for the adjustments to funds provided 
by operations. The entry for dividends is: 


Funds Applied to Payment of Dividends. 5,000 

Earned Surplus. 5,000 


(c) The surplus account shows that goodwill of $10,000 was written 
off. Since this action had no effect upon funds, changes in the ac¬ 
counts affected by the write-off are canceled by the following ad¬ 
justment: 

Goodwill. 10,000 

Earned Surplus. 10,000 

Debits to Surplus of $20,000 and credits of $15,000, or net debit 
adjustments of $5,000, cancel the surplus increase of $5,000 reported 
in the net changes credit column; all current surplus changes have 
been analyzed and fund information has been reported under ap¬ 
propriate headings. 

(d) The change in the depreciation reserve account is canceled and 
funds provided by operations increased by the following adjustment.: 


Reserve for Depreciation — Plant and Equipment_ 6,000 

Funds Provided by Operations: Depreciation. 6,000 


(e) Capital Stock was increased $50,000 and Paid-In Surplus $10,000 
upon the sale of additional stock. In reporting a single sotmce of funds 
through sale of stock, the following adjustment is made: 
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Capital Stock. 50,000 

Paid-In Surplus. 10,000 

Funds Provided by Issuance of Capital Stock.... 60,000 


Instead of transferring both balances to a new line in the lower 
section of the working papers, it would be possible to transfer the in¬ 
crease in Paid-In Surplus to the capital stock account. The capital 
stock account would then show a credit change of $50,000 increased 
by an adjustment credit of $10,000. The sum of the credits, $60,000, 
would be carried to the funds provided column. While such a pro¬ 
cedure may be followed in each instance where two or more balances 
account for a single source or application of funds, it will generally 
prove more satisfactory to transfer related balances to a separate line 
as illustrated so that adequate detail and explanation concerning the 
nature of the transaction can be offered. 

(f) The revaluation of land had no effect upon funds, hence changes 
in the accounts resulting from the book entry are canceled by the 
following adjustment; 

Appraisal Surplus. 15,000 

Land. 15,000 

(g) The account Investment in Smith Co. Stock shows a decrease of 
$5,000, and profits have been reduced by $1,500 as a result of the sale 
of securities with a book value of $5,000 for $3,500. Since the net 
effect of the transaction was to provide funds of $3,500, this is reported 
separately and both the change in the investment account and the 
charge against profits are canceled. This is accomplished by the follow¬ 
ing adjustment; 


Investment in Smith Co. Stock. 5,000 

Funds Provided by Operations: Loss on Smith Co. 

Stock. 1,500 

Funds Provided by Sale of Smith Co. Stock. 3,500 


The foregoing procedure results in the following; 

(1) Funds Provided by Operations, after adjustments, summarizes 
only those funds made available through regular activities involving 
the sale of services or working capital inventories. Effects upon profit 
from gains or losses relating to transactions involving noncurrent 
items are canceled here. 

(2) Funds relating to noncurrent items are separately analyzed and 
stated at the actual amounts provided or applied. 

If the loss on the sale of the stock in the preceding example had 
originally been charged to Surplus, a credit to Surplus instead of to 
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Funds Provided by Operations would be required in adjusting the 
accounts, since Surplus and not the net income figure would have been 
reduced by the loss. 

Balances shown in the net changes columns as adjusted together 
with the supplementary data established by adjustments are extended 
to the funds and working capital columns and the working capital 
change is calculated. Working papers may now be used as a basis for 
the preparation of the statement of application of funds. A statement 
prepared from the working papers illustrated on page 488 follows: 

KELLY TRADING CO. 

Statement of Application of Funds 
For Year Ended December 31, 1949 


Funds Were Provided By: 

Operations: 

Profit per Statement of Profit and Loss. 20,000 

Add: Depreciation. 6,000 

Loss on Sale of Stock (proceeds from sale 

reported separately). 1,500 7,500 27,500 


Issuance of Capital Stock. 60,000 

Sale of Smith Co. Stock. 3,500 


91,000 

Funds Were Applied To: 

Purchase of Plant and Equipment. 45,000 

Payment of Dividends. 5,000 50,000 


Increase in Working Capital. 41,000 


The Increase in Working Capital Is Accounted for as Follows: 



Dec. 31 
1948 

Dec. 31 
1949 

Working Capital 

Working Capital Items 

Increase 

Decrease 

Current Assets: 

Cash. 

Notes Receivable. 

Accounts Receivable (net).... 
Inventories. 

20,000 

5,000 

23,500 

20,000 

10,000 

15,000 

15,000 

5,000 

43,000 

51,500 

5,000 

25,000 

19.500 

31.500 

5,000 

5,000 

Current Liabilities: 

Notes Payable. 


Accounts Payable. 

10,000 

Increase in Working Capital. 



56,000 

15,000 

41,000 

V ‘ ■ 




56,000 

56,000 
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PREPARATION OF The remaining pages of this chapter illustrate 
AND STATEMENT tn6 pr6p3»r3»tion 01 worKing p3(p6rs 8<n(l b , 

ILLUSTRATED statement of application of funds where ad¬ 

justments are more numerous as well as more complex than those 
offered in the preArious example. 

Comparative account balances for Richard and Rodger, Inc. are 
listed on the working papers on pages 494 and 495. The information 
that follows is assembled in obtaining explanations for changes as 
reported by account balances. The necessary adjustments resulting 
from the analysis of the accounts are listed and also appear in the ad¬ 
justment columns of the working papers. 

The surplus account shows the following information: 


Earned Surplus 


Tm 

Mar. 1 Cash Dividends. 5,000 

Aug. 10 Correction for Under¬ 
statement of Depreci¬ 
ation Charge on Office 
Equipment in 1948... 400 

Sept. 1 50% Stock Dividend ... 50,000 
Dec. 31 Loss for Year from 

Profit and Loss.... 6,800 

31 Balance. 22,800 


85,000 


1948 

Dec. 31 Balance. 20,000 

Reserve for Plant Ex¬ 
tension . 65,000 


85,000 

1949 

Dec. 31 Balance. 22,800 


The adjustments required on the working papers to cancel the 
surplus changes and to report separately the individual items sum¬ 


marized in surplus follow: 

(a) Funds Provided by Operations: Loss per Statement of 

Profit and Loss. 6,800 

Earned Surplus. 6,800 

To transfer net loss from Earned Surplus to separate 
section reporting funds provided by operations. 

(b) Funds Applied to Payment of Dividends. 6,000 

Earned Surplus. 6,000 

To transfer charge to Earned Surplus to separate line 
reporting funds applied to dividends, 

(c) Reserve for Depreciation of Office Equipment. 400 

Earned Surplus. 400 

To cancel effects of entry correcting accounts for 
understatement of depreciation of prior year since 
funds were not affected. 

(d) Capital Stock. 50,000 

Earned Surplus. 60,000 

To cancel effects of entry recording distribution of 
stock dividend since funds were not affected. 
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(e) Earned Surplus. 65,000 

Reserve for Plant Extension. 65,000 


To cancel effects of entry returning appropriated 
surplus balance to Earned Surplus since funds were 
not affected. 

The statement of profit and loss summarizes activities for the year 
as follows: 


Net Loss. 12,000 

Extraordinary Items: 

Gain on Sale of Bruin Co. Stock. 6,000 

Less Loss on Trade of Delivery Equipment. 800 5,200 


Earned Surplus Net Decrease for Year. 6,800 


An analysis of extraordinary items reveals that Bruin Co. stock cost 
$10,000 and was sold for $16,000. A delivery truck, cost $2,400, book 
value $1,400, was traded in on a new truck costing $2,700, an allowance 
of $600 being received on the old truck. The following entry was made 
on the trade. 


Delivery Equipment. 2,700 

Reserve for Depreciation of Delivery Equipment. 1,000 

Loss on Trade of Delivery Equipment. 800 

Delivery Equipment. 2,400 

Cash. 2,100 


Depreciation charges reported on the statement of profit and loss 
are: buildings, $2,000; machinery and equipment, $12,000; office 
equipment, $1,000; delivery equipment, $1,100. Operations were 
charged with $1,500 representing patent cost amortization. 

The foregoing information results in the following adjustments: 


(f) Investment in Bruin Co. Stock. 10,000 

Funds Provided by Operations: Deduct Gain on Sale of 

Bruin Co. Stock. 6,000 

Funds Provided by Sale of Bruin Co. Stock. 16,000 

To cancel changes in account balances affected by 
sale of investment, funds provided by sale of stock 
being reported separately. 

(g) Funds Applied to Purchase of Delivery Equipment. 2,100 

Delivery Equipment. 2,400 

Delivery Equipment. 2,700 

Reserve for Depreciation of Delivery Equipment. 1,000 

Funds Provided by Operations: Add Loss on Trade of 

Equipment. 800 

To cancel changes in account balances affected by 
trade-in of delivery equipment, funds applied to 
acquisition of equipment being reported separately. 
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RICHARD AND 
Statement op Appli- 
For Year Ended 


CJash. 

Accounts Receivable (xvet) 
Inventories.. . . 

Investment in Brum SUick 
Land. . . . . 


Buildings. 

Machinery and Piquipment. . 
Office Equipment . 

Delivery Equipment. . 
Patents. 


Prei)aid Expenses. 

Discount on Bonds Payable 
Treasury Stock. 


Reserve for Depreciation of Buildings. 

Reserve for Depreciation of Machinery and E<iuipmeut 


Reserve for Depreciation of Office Eciuipnient 

Reserve for Depreciation of Delivery Ecjuipinent. 
Accrued Salaries . 

Accounts Payable. . . 

Bonds Payable 
Capital Sto(!k . 

Paid-In Surplus. . 

Appraisal Surplus 

Earned Surplus. 


Re.serve for Plant lOxtension 


Funds Provided by Operations; 

Loss per Statement of Profit and Lews.. 

Deduct: Gain on Sale of Bruin Co. Skxik . 

Add: Loss on Trade of Delivery Equipment . . . 
Depreciation and Patent Amortistation. 
Bond Discount Amortization. 

Funds Applied to Payment of Dividends. 

Funds Provided by Sale of Bruin Co. Stock.. .. 
Funds Applied to Purchase of Delivery Eciuipmont 
Funds Applied to Overhauling of Machinery. .. 
Funds Applied to Purchase of Macdiinery . .. 

Funds Provided by Issuance of Bonds . , . , . 

Funds Applied to Purchase of Treasury Stock. 


Balances 

Dec . 31 

Dec . 31 

1948 

1949 

14.400 

8,200 

25,000 

25,000 

60,000 

75,000 

10,000 


25,000 

25,000 

80,000 

140,000 

60,000 

100,000 

6,000 

7,200 

5,000 

5,300 

12,000 

10,500 

2,( K )0 

2,600 


2,700 


10,000 

299,400 

411,500 

16,000 

31,500 

25,000 

24,000 

2,400 

3,800 

2,000 

2,100 

1,000 

800 

36,000 

50,000 


50,000 

100,000 

150,000 

32,000 

30,000 


46,500 

20,000 

22,800 

65,000 


299,400 

411,500 


Decrease in Working Capital 
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RODGER, INC. 
CATION OF Funds 
Dbcembbr 31,1949 


Net CHANGEft 

Adjustments 

I Funds 

Working Capital 

Dr. 

Cr. 

Dr. 

Cr . 

Applied 

Provided 

Increase 

Decrease 

15,000 

6,200 

10,000 

( f ) 10 ,( M )0 




15,000 

6,200 

00,000 

40,000 

1,200 

300 

1,500 

( k ) 5,000 

(k) 2,400 

( h ) 1 ,.500 

( i ) 60,000 

( in ) 45,000 

( g ) 2,700 

1,200 


600 

— 

600 

2,700 

10,000 


( o ) 300 

( n ) 3,000 

( p ) 10,000 

1 

/ 


1,000 

15,500 

( h ) 2,000 

( i ) 12 , 0 ( K 1 

( j ) i , r >( K ) 

( h ) 12,000 

( k ) 5 , 0 ( K ) 

( l ) 8,000 

) 

( g ) 1.000 



200 

1,400 

100 

14,000 

( c ) 400 

( h ) 1,000 

( h ) 1,100 


200 

14 .( KM ) 

2,000 

65,000 

198,000 

50,000 

50.000 

46,500 

2,800 

198,000 

( n ) . 50,000 

( d ) . 50,000 

( i ) 48,000 

( e ) 65,000 

( p ) 2,000 

( j ) 1.500 

( a ) 6,800 

(b) 5,000 

((‘) 400 

( d ) . 50,000 

( e ) 65,000 

1 

] 


— 




fa ) 6,800 

( f ) 6,000 

( b ) 800 

( h ) 17,600 

( o ) 300 

1 

1 

1 

5,900 





( b ) 5,000 

( B ) 2,100 

fl ) 8,000 

fiD) 45,000 

( f ) 16,000 

5,000 

2,100 

8,000 

45.000 

16,000 




( p ) 12,000 

( n ) 47.000 

12,000 

47,000 



347,100 

347,100 

73,300 

68,900 

4,400 

15,800 

4,400 

20,200 

73,300 

73,300 

20,200 

20,200 
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(h) Reserve for Depreciation of Buildings. 

Reserve for Depreciation of Machinery and Equipment... 

Reserve for Depreciation of Office Equipment. 

Reserve for Depreciation of Delivery Equipment. 

Patents... 

Funds Provided by Operations: Add Depreciation and 

Patent Cost Amortization. 

To cancel changes in depreciation reserve and 
patents accounts and to increase funds provided by 
operations for charges to profit and loss that did 
not require funds. 

After adjusting data as supplied by the surplus statement and 
statement of profit and loss have been recorded on the working papers, 
further analysis of all noncurrent asset, noncurrent liability, and net 
worth items showing account balance changes not fully explained or 
canceled is in order. Changes in the following accounts have already 
been fully accounted for and require no further attention: 

Investment in Bruin Co. Stock 

Delivery Equipment and Reserve for Depreciation of Delivery Equip¬ 
ment 
Patents 

Earned Surplus 

Reserve for Plant Extension 

The following changes, however, require further analysis and ex¬ 
planation: 

Buildings, $60,000 dr.; Reserve for Depreciation of Buildings, $13,500 cr. 

($15,500 cr. less $2,000 dr. adjustment) 

Machinery and Equipment, $40,000 dr.; Reserve for Depreciation of 
Machinery and Equipment, $13,000 dr. ($1,000 dr. plus $12,000 dr. 
adjustment) 

Office Equipment, $1,200 dr. (Reserve for Depreciation of Office Equip¬ 
ment, $1,400 cr., has already been canceled by $1,400 dr.) 

Discount on Bonds Payable, $2,700 dr. 

Treasury Stock, $10,000 dr. 

Bonds Payable, $50,000 cr. 

Paid-In Surplus, $2,000 dr. 

Appraisal Surplus, $46,500 cr. 

The information that follows is disclosed upon reference to trans¬ 
actions accounting for the account balance changes: 

Buildings, cost $80,000 were appraised at a replacement cost of 
$140,000, the revaluation entry being: 


Buildings (appraisal increase). 60,000 

Reserve for Depreciation of Buildings (appraisal increase) 12,000 

Appraisal Surplus. 48,000 


Depreciation was recorded at cost. Depreciation of the appraisal 
increase was recorded by the following entry: 


2,000 

12,000 

1,000 

1,100 

1,500 

17,600 










Ch. 191 


STATEMENT OF APPLICATION OF FUNDS 


497 


Appraisal Surplus. 1,600 

Reserve for Depreciation of Buildings (appraisal increase) 1,500 

Adjustments on the working papers that cancel change balances 
in the buildings, reserve, and appraisal surplus accounts are: 

(i) Reserve for Depreciation of Buildings. 12,000 

Appraisal Surplus. 48,000 

Buildings. 60,000 

To cancel effects of entry recording appraisal since 
funds were not affected. 

(j) Reserve for Depreciation of Buildings. 1,500 

Appraisal Surplus. 1,500 

To cancel effects of entry recording depreciation on 
building appraisal increase since funds were not 
affected. 


Fully depreciated machinery, cost $5,000, was scrapped, the asset 


balance being charged against the reserve as follows: 

Reserve for Depreciation of Machinery and Equipment. .. 5,000 

Machinery and Equipment. 5,000 


The life of remaining machinery was extended by overhauling and 
parts replacement at a cost of $8,000, which was recorded in the 


following manner: 

Reserve for Depreciation of Machinery and Equipment... 8,000 

Cash. 8,000 

Machinery was acquired during the year at a cost of $45,000. 
Adjustments as a result of the foregoing are: 

(k) Machinery and Equipment. 5,000 

Reserve for Depreciation of Machinery and Equipment 5,000 

To cancel effects of closing machinery and equip¬ 
ment against depreciation reserve since funds were 
not affected. 

(l) Funds Applied to Overhauling of Machinery. 8,000 

Reserve for Depreciation of Machinery and Equipment 8,000 

To transfer charge aginst reserve to separate line 
reporting funds applied to overhauling machinery. 

(m) Funds Applied to Purchase of Machinery. 45,000 

Machinery and Equipment. 45,000 

To transfer charges to machinery to separate line 
reporting funds applied to purchase of machinery. 


Adjustment (m) could be omitted, $45,000, the result of a $40,000 
debit in the net change column and a $5,000 debit in the adjustment 
column, being carried to the funds applied column. However, the ad¬ 
justment is made in the interest of clarity; the change balance is 
cleared and a full explanation is offered in the lower section of the 
working papers. 
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Office equipment of $1,200 was acquired. An adjustment is not 
required in this case, since there was a single change of $1,200 in the 
account. The $1,200 debit change is simply carried to the funds applied 
column in completion of the working papers. The account Reserve 
for Depreciation of Office Equipment was cleared by previous adjust¬ 
ments. 

Ten-year bonds of $50,000 were issued at 94 at the beginning of the 
year. Bond discount of $300 was charged to operations for the year. 
The following adjustments are made: 


(n) Bonds Payable. 50,000 

Discount on Bonds Payable. 3,000 

Funds Provided by Issuance of Bonds. 47,000 

To cancel changes in account balances affected by 
bond issue, funds provided by issuance being re¬ 
ported separately. 

(o) Discount on Bonds Payable. 300 

Funds Provided by Operations: Add Bond Discount 

Amortization. 300 

To cancel change in bond discount account and 
increase funds provided by operations for charge 
to profit and loss that did not require funds. 


Treasury stock, par $10,000 was acquired for $12,000, Paid-In 
Surplus being charged for the premium on the purchase. The following 
adjustment is made: 


(p) Funds Applied to Purchase of Treasury Stock. 12,000 

Treasury Stock. 10,000 

Paid-In Surplus. 2,000 


To cancel changes in account balances affected by 
acquisition of treasury stock, funds applied to pur¬ 
chase of stock being reported separately. 

Working papers can now be completed. It should be observed 
that the item Prepaid Expenses is reported as a working capital item. 
It has been indicated in previous chapters that short-term deferred 
expense and income items are frequently reported with long-term 
deferred items on the balance sheet, although these might more 
properly be recognized as current items. By treating such short-term 
deferred items as working capital elements in the preparation of the 
statement of application of funds, they are being treated in accordance 
with their basic classification and adjustments that would be of 
relatively minor significance are avoided. In the case of long-term 
deferred items, however, changes in account balances require analysis 
and the effects of such changes uoon working capital must be reported 
on the statement. 
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The statement of application of funds prepared from the working 
papers illustrated on pages 494 and 495 follows: 

RICHARD AND RODGER, INC. 

Statement of Application op Funds 
For Year Ended December 31,1949 


Funds Were Provided By: 

Operations: 

Depreciation and Patent Cost 

Amortization. 

Bond Discount Amortization 
Loss on Trade of Delivery Equip¬ 
ment (net funds applied to pur¬ 
chase of asset reported sepa¬ 
rately below). 


17,600 

300 


800 


18,700 


Deduct: Loss per Statement of 

Profit and Loss . 

Gain on Sale of In vest- 


6,800 


ment in Stock (total 
sales proceeds reported 

separately below). . . 6,000 

12,800 

5,900 

Sale of Bruin Co. Stock. 


16,000 

Issuance of Bonds. 


47,000 

Funds Were Applied To: 



Purchase of Fixed Assets: 

Office Equipment . 

1,200 


Delivery Equipment. 

2,100 


Machinery ... . 

45,000 

48,300 

Overhauling of Machinery . . . 


8,000 

Purchase of Treasury Stock . 


12,000 

Payment of Dividends. 


5,000 


Decreavse in Working Capital. 

The Decrease in Working Capital Is Accounted for as Follows: 


68,900 


73,300 

4,400 



Dec. 31 
1948 

Dec. 31 
1949 

Working Capital 

Working Capital Items 

Increase 

Decrease 

Current Assets: 





Cash . 

14,400 

8,200 


6,200 

Accounts Receivable (net). 

25,000 

25,000 



Inventories. 

60,000 

75,000 

15,000 


Prepaid Expenses . 

2,000 

2,600 

600 


Current Liabilities: 





Accrued Salaries. 

Accounts Payable. 

1,000 

36,000 

800 

50,000 

200 

14,000 

Decrease in Working Capital 



15,800 

4,400 

20,200 

.L- 




20,200 

20,200 
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QUESTIONS 

1. What is an application of funds statement? What information does it 
offer that is not provided by the statement of profit and loss? by the 
comparative balance sheet? by the statement of cash receipts and dis¬ 
bursements? 

2. From what sources is the necessary information obtained in preparing 
a statement of application of funds? 

3. Name a source of funds originating from a transaction involving 
(a) noncurrent assets, (b) noncurrent liabilities, (c) capital stock, (d) 
surplus. Name an application of funds identified with each group. 

4. What three classes of adjustments are usually necessary in the prepa¬ 
ration of working papers for an application of funds statement? 

5. Give five adjustments to cancel book entries that have no effect upon 
funds. 

6. (a) Give five adjustments that add to the net profit figure in calcu¬ 
lating funds provided by operations, (b) Give five adjustments that sub¬ 
tract from the net profit figure in calculating funds provided by operations. 

7. The balance sheets of the ABC Company at the end of 1948 and 1949 
are: 

1948 1949 


Cash. 20,000 15,000 

Accounts Receivable (net). 34,000 32,000 

Merchandise Inventory. 50,000 64,000 

Investment in Branch. — 14,000 

Plant and Equipment. 75,000 85,000 

Delivery Equipment. 16,000 21,000 

Real Estate. 51,000 53,000 

Patents. 20,000 19,000 


266,000 303,000 


Reserve for Depreciation of Plant and Equipment. 7,500 16,000 

Reserve for Depreciation of Delivery Equipment. 3,200 7,600 

Accounts Payable. 7,300 4,400 

Notes Payable. 28,000 — 

Mortage Payable. — 30,000 

Capital Stock. 200,000 220,000 

Surplus. 20,000 25,000 


266,000 303,000 


Assuming that no fixed assets were traded or sold during the year 
and that the only change in surplus arose from net earnings, prepare a 
statement of application of funds without the use of working papers. 

8. Give the adjustments needed for the working papers for the statement 
of application of funds upon analysis of the following surplus account: 
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Surplus 


1949 




1949 



June 

1 

Stock Dividend. 

200,000 

Jan. 1 

Balance. 

760,000 


1 

Goodwill written off. . 

100,(U)0 

Mar. 20 

Correction for under- 


Aug. 

5 

Discount on Sale of 



statement of Inven- 




Treasury Stock, par 



tory at end of 1948.. 

12,000 



$160,000, for $125,000 

25,000 

Mar. 26 

Gain on sale of X Co. 


Dec. 

5 

Cash Dividends. 

50,000 


Stock (cost, $60,000) 

20,000 


31 

Reserve for Contin- 


July 1 

Gain on redemption of 




gencies. 

100,000 


bonds of $200,000 at 



31 

Balance. 

325,000 


96. 

8,000 







800,000 




800,000 

1950 







Jan. 1 Balance. 

325,000 


9. From the information that follows, give the necessary adjustments to 
clear the change balances for the accounts listed in the preparation of an 


application of funds statement. 

1948 1949 

Land. 40,000 25,000 

Buildings. 100,000 100,000 

Reserve for Depreciation of Buildings. 62,500 68,500 

Machinery. 45,000 39,000 

Reserve for Depreciation of Machinery. 16,000 15,500 

Delivery Equipment. 15,000 18,000 

Reserve for Depreciation of Delivery Equipment 6,000 6,500 

Tools. 12,000 14,000 

Patents. 4,500 3,500 

Goodwill. 50,000 — 

Discount on Bonds Payable. 6,000 — 

Bonds Payable. 100,000 — 

Capital Stock. 250,000 350,000 

Treasury Stock. — 22,000 

Earned Surplus. 180,000 147,700 

Reserve for Bond Sinking Fund. 100,000 — 


__ Earned 

Stock dividend. 100,000 

Loss on scrapping of machinery, 
cost $6,000, for which reserve 
of $4,500 had been provided. . 1,500 

Premium on purchase of treas¬ 
ury stock, par $22,000. 8,000 

Goodwill. 50,000 

Discount, $4,000, call premium, 

$2,500, on bond retirement... 6,500 

Cash dividends. 10,000 

Balance. 147,700 


Surplus _ 

Balance. 180,000 

Gain on sale of land, cost 

$15,000, sold for $18,000... . 3,000 

Gain on trade of delivery equip¬ 
ment, cost $4,000, book value, 

$2,500, allowance of $3,200 
being received on new ma¬ 
chine costing $7,000. 700 

Reserve for bond sinking fund 100,000 
Net profit for year. 40,000 


323,700 


Balance 


323.700 

147.700 


The statement of profit and loss reports depreciation of buildings, 
$6,000; depreciation of machinery, $4,000; depreciation of delivery equip¬ 
ment, $2,000; tools amortization, $4,000; patents amortization, $1,000; 
and bond discount amortization, $2,000. 
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PROBLEMS 

1. From the following data taken from the books and records of Weber 
Bros., Inc., submit a set of working pai5ers together with a statement of 
application of funds prepared from such working papers. 


Balance Sheet Data 

December 31 


1948 1949 


Current Assets. 


130,500 


142,350 

Plant and Equipment. 

96,000 


100,500 


Less Reserve for Depreciation 

. 30,000 

66,000 

34,000 

66,500 

Investments in Stock and Bonds . . . 


30,000 


27,000 

Goodwill. 


25,000 


1 

Bond Discount. 


1,250 


— 



252,750 


235,851 

Current Liabilities. 


26,000 


42,000 

Bonds Payable . 


50,000 


— 

Preferred Stock ($10 par) . 


50,000 


— 

Common Stock ($10 par) . 


100,000 


150,000 

Paid-In Surplus. 


-- 


30,000 

Earned Surplus. 


26,750 


13,851 



252,750 


235,851 


Earned Surplt\s 

Goodwill Written OIT . ... 

24,999 

1949 

Balance . 

. 26,750 

Premium on Retirement of 
Preferred Stock. 

1,000 

Net Increase from Profit 
and Loss. 

. 28,100 

Cash Dividends. 

15,000 



Profit and Loss Data 


Net Income. 32,600 

Add Allowance on Trade of Equipment. 1,500 

mJoo 

Deduct: 

Loss on Sale of Securities. 2,500 

Loss on Retirement of Bonds. 3,500 6,000 

Net Increase to Earned Surplus. 28,100 


Fully depreciated equipment, original cost, $10,500, was traded in on 
new equipment costing $15,000, $1,500 being allowed by the vendor on 
the trade-in. One hundred shares of Bessin Co. preferred stock, cost 
$15,000, held as a long-term investment, was sold at the beginning of the 
year. Additional changes in the investments account resulted from the 
purchase of U. S. bonds. The company issued common stock in April, 
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and part of the proceeds was used to retire preferred stock at 102 shortly 
thereafter. On July 1 the company called in its bonds outstanding, paying 
a premium of 5% on the call. Discount amortization on the bonds to the 
date of call was $250. Depreciation for the year taken on plant and 
equipment assets was $14,500. 

2. The following information is assembled in the preparation of a state¬ 
ment of application of funds for the Brentwood Corporation: 


Balance Sheet Data 

December 31 


1948 


1949 


Cash. 


2,000* 


16,875 

Accounts Receivable. 


55,000 


45,000 

Inventories. 


72,000 


90,000 

Plant and Equipment. 

95,000 


130,000 


Less Reserve for Depreciation 

20,000 

75,000 

21,500 

108,500 

Investments. 


20,000 


8,000 

Patents. 


30,000 





250,000 


268,375 

Accounts Payable. 


40,000 


25,000 

Bonds Payable. 


20,000 


50,000 

Premium on Bonds Payable . 


— 


2,375 

Preferred Stock ($100 par) . 


50,000 


— 

Common Stock ($10 par) . 


100,000 


150,000 

Surplus . 


40,000 


41,000 



250,000 


268,375 


*Credit Balance 


1949 

Oct. 15 Cash Dividends. 

Dec. 12 Premium on Retirement 
of Preferred Stock.. . 
Dec. 31 Loss per Profit and Loss 


Surplus Account 


12,500 

5,000 

1,500 


1949 

Jan. 1 Balance. 

Premium on Issuance of 
Common Stock. 


40,000 

20,000 


Profit and Loss Data for Year Ended December 31, 1949 


Net Income. 30,000 

Add Gain on Sale of Investments. 3,000 

33,000 

Deduct: 

Premium on Retirement of Bonds. 1,000 

Loss on Disposal of Equipment. 3,600 

Patents Written Off. 30,000 34,500 


Loss to Surplus. 1,600 
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Equipment, cost $10,000, book value, $4,000, was scrapped, salvage of 
$500 being recovered on the disposal. Additional equipment, cost $45,000, 
was acquired during the year. Securities, cost $12,000, were sold for 
$15,000. Patents of $30,000 were written off against profits. 7% bonds, 
face value, $20,000, were called in at 105, and a new issue of 10-year, 5% 
bonds of $50,000 were issued at 105 on July 1. Preferred stock was retired 
at a cost of 110 while $50,000 in common stock was issued at 14. Depreci¬ 
ation on plant and equipment for the year was $7,500. 

Instructions: Prepare working papers and a statement of application of 
funds prepared from such working papers. 


3. Financial data for the Fortune Manufacturing Co. are presented 
below: 


FORTUNE MANUFACTURING CO. 
Comparative Balance Sheet 
December 31,1948 and 1949 


1948 1949 


Assets 

Cash. 

Notes Receivable. 

Accounts Receivable . . 

Less Reserve for Bad Debts 

Inventories. 

Supplies. 

Investments in Outside Companies 

Land. 

Buildings. 

Less Reserve for Depreciation 

Machinery . 

Less Reserve for Depreciation. 

Goodwill. 

Bond Discount . 

Miscellaneous Prepaid Expenses... 


Liabilities and Net Worth 

Notes Payable. 

Accounts Payable. 

Miscellanoeus Accrued Expenses . . 

Reserve for Income Taxes. 

Bonds Payable. 

Capital Stock (Par $10). 

Paid-In Surplus. 

Earned Surplus. 



19,000 


30,000 


5,000 



26,000 


32,000 


1,500 

24,500 

2,000 

30,000 


40,000 


54,000 


1,500 


1,000 


16,000 


27,000 


50,000 


80,000 

90,000 


125,000 


36,000 

54,000 

40,500 

84,500 

75,000 


95,000 


40,000 

35,000 

44,000 

51,000 


50,000 




4,250 


8,025 


3,000 


3,500 


302,250 


369,025 


16,000 

10,000 

23,000 

17,500 

4,000 

6,500 

10,000 

15,000 

50,000 

125,000 

100,000 

125,000 

30,000 

35,000 

69,250 

35,025 

302,250 

369,025 























Ch. 19] 


STATEMENT OF APPLICATION OF FUNDS 


505 


FORTUNE MANUFACTURING CO. 

Condensed Statement of Profit and Loss and Earned Surplus 
For Year Ended December 31, 1949 


Gross Income. 200,000 

Deduct: Cost of Goods Sold. 104,500 

Selling, General, Administrative, and 

Other Expenses. 40,225 

Depreciation of Buildings. 6,000 

Depreciation of Machinery.. .. 7,500 13,500 

Provision for Income Taxes. 15,000 173,225 

Net Income. 26,775 

Balance of Earned Surplus at Beginning of 1949. .. 69,250 

96,025 

Add Gain on Sale of Outside Securities. 6,500 

102,525 

Deduct: Loss on Disposal of Machinery. 1,500 

Cash Dividends. 16,000 

Goodwill Written Off. 50,000 67,500 

Balance of Earned Surplus at End of 1949. 35,025 


Ten-year bonds of $50,000 had been issued on July 1, 1947, at 90. 
Additional ten-year bonds of $75,000 had been issued on July 1, 1949, 
at 94. 

The following entry was made in 1949 upon the sale of machinery that 
was no longer needed: 


Cash. 6,000 

Reserve for Depreciation of Machinery. 3,500 

Loss on Disposal of Machinery. 1,500 

Machinery. 11,000 


Fully depreciated storage quarters were dismantled during the year, 
and buildings, cost $1,500, were written off against the reserve for depre¬ 
ciation of buildings. Investments in outside companies that cost $12,000 
were sold at the beginning of the year for $18,500, and additional securities 
were subsequently acquired during the year. Additional capital stock 
was issued by the company during the year at 12 in order to raise working 
capital. 

Instructions: Prepare working papers and a statement of application of 
funds prepared from the working papers. 
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4. The following data is assembled in the preparation of a statement of 
application of funds for Kilgore Manufacturers, Inc.: 


Dec. 31,1948 


Dec. 31,1949 


Cash. 

Accounts Receivable ... 
Less Reserve for Bad Debts 

Inventories. 

Outside Investments . , 

Land. 

Buildings . 

Less Reserve for Depreciation 

Machinery and Equipment. . 
Less Reserve for Depreciation 

Office Equipment .... 
Less Reserve for Depreciation 

Supplies. 

Prepaid Expenses 

Discount on Bonds . . . . 


30,000 

1,000 

16,000 

29,000 

80,000 

22,000 

52,000 

25,000 

30,000 

58,000 

55,000 

12,500 

42,500 

7,500 

1,800 

5,700 


750 

1,250 

2,000 


262,200 


24,500 

800 

5,500 

23,700 

40,000 

86,000 

22,500 

30,000 

63,500 

60,000 

14,000 

46,000 

8,000 

1,200 

6,800 


1,000 

1,600 


218,100 


Accrued Expenses and Taxes 

Notes Payable 

Accounts Payable 

Bonds Payable 

Capital Stock (Par $10) 

Paid-in Surplus 

Earned Surplus 

Reserve for Contingencies 


700 6,200 

8,000 5,000 

17,500 20,400 

50,000 

100,000 127,500 

26,000 23,000 

60,000 11,000 

- 25,000 


262,200 


218,100 


1949 

Stock Dividend .... 

Cash Dividends. 

Reserve for Contingencies 


Earned Surplus 


42,500 

10,000 

25,000 


1949 

Jan. 1 Balance. 60,000 

Dec. 31 Earned Surplus increase 

from Profit and Loss 28,500 


The statement of profit and loss shows: 

Net Profit. 26,000 

Add Gain on Sale of Outside Investments. 7,500 

33,500 

Deduct: 

Loss on Bond Retirement. 4,000 

Loss on Trade of Machinery . 1,000 5,000 

Increase in Earned Surplus. 28,500 


Explanations of account balance changes follow: 

Outside investments were sold during the year. Part of the buildings 
were rebuilt and enlarged, the following entry being made: 


Buildings. 6,000 

Reserve for Depreciation of Buildings. 4,000 

Cash. 


10,000 
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Depreciation of buildings for the year was reported at $4,500. Ma¬ 
chinery was traded in for new machinery, the following entry being made: 


Machinery and Equipment. 12,000 

Depreciation of Machinery and Equipment. 500 

Reserve for Depreciation of Machinery and Equip¬ 
ment. 4,500 

Loss on Trade of Machinery. 1,000 

Machinery and Equipment. 7,000 

Cash. 11,000 


Depreciation of machinery and equipment for the year was reported 
at $6,500. Fully depreciated office equipment of $1,500 was written off 
against the reserve. Additional office equipment was acquired during the 
year. Depreciation of office equipment for the year was $900. Bond 
discount amortization of $500 was recorded before bonds were called in 
at 105. Fifteen hundred shares of stock were acquired at 12 and canceled ; 
a stock dividend of one share for two was subsequently issued. A reserve 
for contingencies was set up during the year as a result of pending lawsuits. 

Instructions: Prepare working papers and a statement of application of 
funds prepared from the working papers. 

5. A comparative balance sheet for the Carlson Con)oration appears as 
follows: 

December 31 



1948 

1949 

Cash. 

160,000 

210,000 

Marketable Securities. 

120,000 

80,000 

Accounts and Notes Receivable, less reserves 
for bad debts. 

220,000 

250,000 

Inventories. 

300,000 

360,000 

Investments in Stock of Subsidiary C ompanies 
(at cost). 

350,000 

240,000 

Buildings and Equipment, levss reserve... . 

800,000 

1,020,000 

Patents and Goodwill. 

140,000 

36,000 

Bond Discount and Expense. 

30,000 

21,600 


2,120,000 2,217,600 


Miscellaneous Accrued Liabilities Including 

Taxes. 90,000 85,000 

Accounts and Notes Payable. 160,000 180,000 

4% Mortgage Bonds. 500,000 400,000 

Preferred Stock (par $25, each share con¬ 
vertible into two shares of common). 250,000 210,000 

Common Stock (par value $10). 300,000 432,000 

Paid-In Surplus. 200,000 258,000 

Earned Surplus. 620,000 ^52,600 


2,120,000 2,217,600 
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An analysis of balance sheet changes discloses the following: 

(a) Stock owned in the Woods Co., a partially owned subsidiary, was 
sold for $200,000. Stock had originally cost $110,000. 

(b) The entire goodwill of $100,000 was written off the books in 1949. 

(c) The patents had a remaining life of ten years on December 31, 
1948, and are being written off over this period. 

(d) Mortgage bonds mature on January 1, 1959. On July 1, 1949, 
bonds of $100,000 were purchased on the market at 103^ and 
formally canceled. The loss on bond retirement was charged to 
Earned Surplus. 

(e) The decrease in preferred stock outstanding resulted from the 
exercise of the conversion privilege by prefeired stockholders. 

(f) 10,000 shares of common stock were sold during the year at $15. 

(g) During the year equipment that cost $60,000 and that had a book 
value of $12,000 was sold for $8,600. Depreciation of $64,000 
was taken during the year on buildings and equipment. Addi¬ 
tional changes in the buildings and equipment balance resulted 
from the purchase of equipment. 

(h) The net income for the year transferred to earned surplus was 
$105,200. 

(i) Dividends declared during the year totaled $50,000. 

Instructions: Submit working papers together with a statement of appli¬ 
cation of funds prepared from such papers. 



CHAPTER XX 

COST ACCOUNTING 


COST ACCOUNTING The accountant attempts to determine costs 
DEFINED assign these to the accounting period 

that is given credit for the income arising from such costs. When he 
does this, he is engaged in cost accounting. When he distinguishes 
between costs of sales and expenses, this analysis is an extension of 
cost accounting. When he identifies costs with individual jobs passing 
through a factory, this is a further application of cost accounting. 
Cost accounting, as broadly defined, covers the whole of the account¬ 
ant’s activities; the term, however, as popularly used, normally implies 
the use of a cost system in the manufacturing enterprise in which the 
cost unit is either the process through which the product passes or the 
job being produced. 

The relating of costs to accounting periods and to business func¬ 
tions, activities, and internal processes has been considered in previous 
chapters. The emphasis in this chapter is upon the identification of 
costs with jobs that are being produced within the manufacturing 
organization. It should be observed that the discussion here simply 
represents the introduction to a study of those specialized techniques 
and procedures relating to the measurement of manufacturing costs. 
Information with respect to job costs is being increasingly sought by 
management that recognizes the utility of such information for pur¬ 
poses of control, determination of business policy, and future planning. 


COST IDENTIFICATION The installation of a cost system to provide 
WITH JOB ORDER producing individual orders re¬ 

quires the identification of materials, labor, and overhead costs with 
designated order numbers used to represent the jobs passing through 
the factory. Records to show the detail as well as summaries of the 
three cost elements are required. The total cost related to a job when 
divided by the number of units produced gives the cost of producing 
a unit. 


FLOW OF COSTS If costs are to be accurately determined, a 

perpetual inventory system must be main¬ 
tained. Perpetual inventory accounts are kept for raw materials, 
goods in process, and finished goods. Additional accounts are kept to 
summarize labor and overhead elements. Raw materials, labor, and 
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overhead move to goods in process and ultimately to finished goods 
and to cost of goods sold. The flow of costs is illustrated below. 


Raw Materials Factory Overhead 
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At regular intervals, normally once a month, materials received 
reports and material requisitions are summarized and the totals for 
materials received and issued are recorded in the raw materials control¬ 
ling account. The raw materials account is charged for total incoming 
materials, and the accounts payable account is credited. The credit 
to Raw Materials for materials issued is accompanied by charges to 
(1) the goods in process account for materials identified with factory 
jobs and (2) overhead accounts for materials that facilitate production 
but that are not directly related to jobs. After the foregoing entries 
to the raw materials controlling account have been made, its balance 
should agree with the sum of the individual debit balances in the sub¬ 
sidiary stores ledger. 

ACCRUED PAYROLL The distribution of labor costs for each work- 
ACCOUNT jg shown on time tickets maintained by 

the factory timekeepers or cost clerks. The time of each employee is 
charged either to a specific order in production or to overhead if the 
labor is indirect. When time tickets are summarized, Goods in Process 
is charged for direct labor charges. Overhead is charged for indirect 
labor, and the account Accrued Pa3Toll or Accrued Labor is credited 
for the total amount earned by workmen. Payments to factory workers 
are recorded by charges to the accrued payroll account and credits to 
Cash. A credit balance in Accrued Payroll at the end of the period 
represents the amount earned by workmen but unpaid at this time. 

OVERHEAD ACCOUNTS Factory overhead is composed of all manu¬ 
facturing costs other than direct materials 
and direct labor. Separate accounts may be opened for the various 
manufacturing items. At the end of a period these are summarized in 
a factory overhead account. Overhead then shows the total charges 
for indirect materials, indirect labor, building and machinery depre¬ 
ciation, maintenance and repairs, power, utilities, taxes, insurance, 
etc. Charges made to overhead accounts are accompanied by credits 
to asset, liability, or reserve accounts, or to expense account balances 
that summarize expense items and are distributable to various operat¬ 
ing functions. 

If costs of jobs are to be calculated immediately upon job comple¬ 
tion, a share of the factory overhead must be added to the job material 
and labor costs. Since the actual overhead for the entire period is not 
known, it is necessary to estimate this amount at the beginni ng of the 
period, and from this estimate develop an overhead rate that is ex¬ 
pected to approximate the costs to be incurred. Frequently overhead 
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is expressed as a rate based upon direct labor cost. For example, as¬ 
sume that overhead is estimated for the period at $8,000 and direct 
labor costs are estimated at $10,000. The overhead rate expressed as 
a percentage of direct labor cost is 80 per cent. For each dollar of 
direct labor identified with goods in process, then, 80 cents is added as 
the applicable overhead. At the end of the period Goods in Process is 
charged and Overhead is credited for the total overhead charged to 
production during the period. The predetermined rate used for the 
individual allocations to jobs during the period is used in reporting the 
total overhead applied at the end of the period. 

Since the overhead rate is predetermined, the total overhead 
applied will not exactly equal the actual charges for the period. A 
debit balance in the overhead account after recording the transfer of 
overhead to goods in process at the predetermined rate indicates that 
overhead was underabsorbed. This is the case in the example on 
page 510. There the actual overhead totaled $8,400; overhead at a 
predetermined rate of 80 per cent of the direct labor applied to direct 
labor of $10,000 gave a total of $8,000, leaving the account with a 
debit balance of $400. A credit balance would indicate that overhead 
was overabsorbed. A relatively small debit or credit balance appear¬ 
ing at the end of each month indicates that the predetermined rate 
satisfactorily approximates actual charges. If an error in the rate is 
indicated, the rate should be adjusted to provide for a more accurate 
allotment of overhead to goods passing through the factory in the 
future. 

GOODS IN PROCESS The goods in process account controls a 

ACCOUNT subsidiary ledger known as the cost ledger or 

production order ledger. Accounts are maintained in the subsidiary 
ledger with each job passing through the factory, and these are charged 
during the period for costs of materials and labor directly identified 
with jobs. The material requisitions and time tickets provide the 
support for these postings. Whenever a job is completed, overhead 
is added to the subsidiary cost account at the predetermined rate. 
The account may then be ruled and removed from the cost ledger. 
At the end of the period uncompleted jobs are charged with their share 
of the overhead. By maintaining a record of costs in this manner, 
cost figures for jobs are available immediately upon job completion, 
and accounts with uncompleted jobs show costs of goods in process 
at the end of the period. 

It has already been stated that the controlling account Goods in 
Process is charged for summaries of direct labor and direct materials 
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and for overhead at the predetermined rate. A summary of jobs com¬ 
pleted and transferred from the factory to stock during the period 
provides the basis for a debit to Finished Goods and a credjt to the 
goods in process account. The balance in Goods in Process at the end 
of the period must agree with the sum of the costs shown by cost 
sheets representing uncompleted jobs. 

FINISHED GOODS The finished goods account controls a sub- 

ACCOUNT sidiary ledger known as the stock ledger or 

finished goods ledger. An account is maintained in the subsidiary 
ledger for each kind of finished goods. The accounts are charged 
during the period for the goods transferred from the factory, both 
number of units and cost being shown. Whenever goods are removed 
from stock for shipment, the accounts are credited for the number 
and cost of such units. 

As already indicated, the controlling account Finished Goods is 
debited for the total cost of goods coming into stock from production 
departments. A summary of costs of goods shipped provides the data 
for a debit to the account Cost of Goods Sold and a credit to Finished 
Goods. The balance in the account Finished Goods at the end of the 
period must agree with the sum of the balances shown in the sub¬ 
sidiary accounts. During the period the income from sales is recorded 
in the usual manner. Cash or Accounts Receivable being charged and 
Sales credited at the selling price. 


IMPORTANCE OF A most important problem in factory cost 

OVERHEAD accounting is the satisfactory application of 

overhead in obtaining the cost of goods produced. The constantly 
increasing use of machinery in manufacturing has added to the im¬ 
portance of factory overhead as an element of manufacturing costs. 
When expensive machines are installed to reduce the amount of labor 
necessary in the manufactured product, labor cost, which is a direct 
cost, is decreased while the factory overhead rises. Obviously as 
factory overhead increases in relation to the other elements of cost, 
the need for an equitable allocation of overhead to the goods produced 
becomes more important. 

The substitution of machinery for human labor not only adds to 
the indirect element of cost but also introduces new factors that affect 
the cost accounting. Labor costs normally fluctuate with the degree 
of production within the plant. The costs relating to machinery tend 
to go on whether goods are produced or not. Machinery depreciates, 
must be maintained in good condition, should be insimed, and is' sub- 
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ject to taxes, even though it is not used. This increases the need for 
the careful consideration of the problem of factory overhead allocation. 


DISTRIBUTION OF Overhead expenditures facilitate labor in the 

OVERHEAD conversion of raw materials into finished 
goods. For that reason it is customary to express overhead in relation 
to labor. If overhead is expressed as a certain percentage of direct 
labor costs, it is said to be applied by the labor cost method. If ex¬ 
pressed as so many cents per labor hour, it is said to be applied by the 
labor hours method. When the rates paid for labor in a factory or a 
department are uniform, both methods will give like results. 

If various wage rates are paid for similar work under similar con¬ 
ditions, the labor hours method of applying overhead to production 
gives more accurate results. To illustrate: if the estimated factory 
overhead is $90,000 and the estimated number of direct labor hours 
is 100,000, then the application of overhead at the rate of 90 cents a 
labor hour will absorb the estimated amount of overhead. It would 


make no difference that one workman was paid $1.50 per labor hour 
because of many years of service and that another was paid $1 per 
hour because he was employed only recently. Goods produced by 
both workmen receive equal benefit from the facilitating services 
represented by factory overhead, and goods absorb overhead in relation 
to the time required in their completion. However, if all labor is paid 
at the rate of $1.20 per hour, the labor cost method would be acceptable. 
Since labor cost is estimated at $120,000, an overhead rate would be 
determined by dividing $90,000 by $120,000. An overhead rate of 75 
per cent of the direct labor cost would be applied to jobs. When the 
labor cost rate is uniform, the labor cost method is preferred over the 
labor hours method because similar results are achieved with less 
clerical work. 


There are a number of other methods by which factory overhead 
can be allocated to goods in process. Overhead can be allocated on the 
basis of the prime cost, representing the combined cost of direct material 
and direct labor. In many instances overhead is calculated for different 
departmental machines, and jobs are charged with overhead on the 
basis of machine hours required in the production of jobs. The labor 
cost and labor hour methods, however, are the most commonly used 
bases for allocating overhead costs. 

Differences in the productive departments within a plant must be 
recognized in relating overhead to production. One department of a 
plant may be so highly mechanized that there is relatively little direct 
labor but high overhead costs. There may be a large amount of direct 
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labor in another department that incurs small overhead costs. To 
use an average rate for the two unlike departments would result in 
penalizing goods produced in the latter department. To avoid such 
inequities, a separate rate should be used for each productive depart¬ 
ment. 

DEPARTMENTALIZA- A factory Operated under a departmental 
TION OF OVERHEAD gygtem is considered, for overhead purposes, 
not as a unit, but as a collection of departments. The departments 
are of two kinds: those that perform work on raw materials and those 
that facilitate other departments in their work. The former are called 
prodwtive departments; the latter, service departments. Service depart¬ 
ments include the factory office, the storeroom, the power plant, and 
the maintenance and repair shop. 

The existence of departments in a factory gives rise to additional 
internal transactions. The services rendered by a service department 
result in transactions between that department and the other depart¬ 
ments that receive the benefits. A charge is made for services rendered 
based upon the cost of providing such service. For example, if the total 
charges to a power department for a month were $3,000 and this depart¬ 
ment rendered 150,000 kilowatt hours of service to four departments, 
the charge to the other departments would be made at the rate of 2 
cents a kilowatt hour. The power expense account follows: 


Power Expense 


Fuel . 

1,000 

To Dept. A, 50,000 kw. hrs. at 2<f 

1,000 

Wages . 

600 

To Dept. B, 40,000 kw. hrs. at 2^ 
To Dept. C, 30,000 kw. hrs. at 2^ 

800 

Depreciation . 

400 

600 

Maintenance. 

400 

To Dept. D, 30,000 kw. hrs. at 2ff 

600 

Taxes. 

Insurance. 

400 

200 

3,000 

3,000 


In a departmentalized factory the service department costs are 
normally charged to the productive departments at monthly intervals. 
At the end of the month the productive departments account for the 
total overhead costs of the month. Each productive department will 
have been charged on some reasonable basis for all its costs, both 
direct and indirect. The use of scientific bases for identifying service 
department costs with productive departments results in a more 
accurate statement of productive department costs and consequently 
in a more accurate assignment of overhead to goods produced. 

Goods in Process is debited and the overhead accounts of the 
productive departments are credited when overhead is applied to 
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goods in process at the predetermined rates. There will be as many 
charges to the goods in process account as there are productive de¬ 
partments. For example, if a factory has two productive departments, 
A and B, and the overhead of A is to be applied to production at 75^ 
a direct labor hour and that of B at the rate of 75 per cent of the direct 
labor cost, the application of the overhead to the goods produced is 
recorded as follows: 


Department A Overhead 


4,000 hrs. 

at75^ 3,000 


Department B Overhead 


75% of 

$2,000 1,500 


Goods in Process 


Direct 


Materials 

Direct 

4,000 

Labor 

Overhead 

6,000 

Dept. A 
Overhead 

3,000 

Dept. B 

1,500 


14,500 


The overhead cost is shown above in two parts, one for each pro¬ 
ductive department. In determining the overhead charges, it was 
necessary, of course, to have the direct labor costs and direct labor 
hours of each department expressed separately. The job order cost 
sheets provide for this additional analysis of elements entering into 
the cost of each job. 


NATURE OF OVERHEAD Overhead expenses are described as fixed or 

variable. Expenses that remain constant, 
regardless of whether production is increased or curtailed, are called 
fixed. Expenses that fluctuate according to the units of product or 
service produced are called variable. Few expenses are either entirely 
fixed or entirely variable under all circumstances. Expenses that may 
be of a fixed nature for one manufacturing plant may be variable in 
another plant. Furthermore, a number of expenses are fixed over a 
considerable range of activity but are subject to sharp increases or 
decreases as production is speeded up or curtailed. 

A conclusive list of all fixed or variable expenses would be im¬ 
possible. Among overhead items that are usually fixed are taxes and 
insurance on fixed property, depreciation on plant and equipment 
items that depreciate on a time basis, and salaries of executives bound 
by contract. Variable overhead expenses normally include costs of 
operating supplies, power, indirect labor, payroll taxes, and compensa¬ 
tion insurance premiums. 
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ALTERNATIVE METHOD When all productive departments within a 

DiSTMBurfoN plant are operating at 100 per cent capacity, 

expenses of a service department may be 
equitably distributed to the productive departments on the basis of 
the service consumed by each. This was the method employed in the 
preceding illustrations. It is often the case, however, that one pro¬ 
ductive department is operating at a lower percentage of its capacity 
than is another productive department. If expenses of the service 
department are distributed to the productive departments on the 
basis of the services consumed by each, an excessive amount of such 
expense is allotted to the productive department that is operating at 
a level more nearly its capacity. This inequity occurs because some 
of the expenses of the service department are fixed, continuing at a 
constant level regardless of the total service rendered by the depart¬ 


ment. 

To illustrate, assume that a manufacturing plant has two pro¬ 
ductive departments, A and B. Both utilize the services of Depart¬ 
ment X. Department A is capable of consuming twice the amount 
of services of Department X than is Department B. During the 
month of June Department X rendered 1,000 service units. Depart¬ 
ment A using 600 units and Department B using 400 units. If expenses 
of Department X are distributed to departments A and B on the basis 
of the service consumed by them, the account for this department 
would appear as follows: 


June 

Taxes. 

Depreciation 
Supplies.... 
Wages. 


Department X 


June 


200 

1,000 

300 

500 


To Department A — 600 units 

at $2. 

To Department B — 400 units 
at $2. 


1,200 

800 


2,000 


2,000 


During the following month, however. Department X rendered 
only 800 units of service. Department A using 400 units and Depart¬ 
ment B 400 units. Again expenses of Department X are to be dis¬ 
tributed on the basis of service consumed. The account for Department 
X for July would appear: 


Department X 


July 


July 


Taxes. 

. 200 

To Department A — 400 units 


Depreciation. 

. 1,000 

at $2.30. 

920 

Supplies. 

. 240 

To Department B — 400 units 


Wages. 

. 400 

at $2.30. 

920 


1,840 


1,840 
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In each of two successive months Department B used 400 units of 
service. In the first month these units cost $800; in the second month 
they cost $920. This difference is attributable to the fact that Depart¬ 
ment A's service consumption was reduced during the month of July. 
The reduced consumption increased the unit cost of the service rendered 
by Company X and resulted in a charge to Department B that was 
greater than that of the previous month. Department B thus was 
charged with increased costs although it bore no responsibility for 
such increases. 

This irregularity may be corrected by an alternative method of 
expense distribution. Under this method fixed expenses of a service 
department are distributed to the productive departments on the 
basis of their capacity to consume the service. Variable expenses of a 
service department are distributed to the productive departments on 
the basis of the actual service consumed by each. This results in a 
more equitable distribution of service department overhead. This 
method will be applied to the examples just given. 

Since taxes and depreciation are fixed expenses of Department X, 
these should be distributed to Departments A and B on the basis of 
their respective capacities to consume the service. The ratio of ca¬ 
pacities to consume service for Departments A and B is 2:1 respec¬ 
tively. Fixed expense, then, is distributed monthly as follows: to 
Department A, '^4; to Department B, The variable expenses of 
wages and supplies should be distributed on the basis of actual service 
consumed. The variable cost per unit is calculated monthly by dividing 
variable expense by the total service units rendered. The Department 
X account for June is given on this page, and for July on the opposite 
page. 


June 

Fixed Expense: 

Taxes. 

Depreciation . 

Variable Expense: 

Supplies. 

Wages.. 


Department X 


200 

1,000 

300 

500 

1,200 1 

June 

Department A 

Fixed Expense: of 

$1,200. .... 

Variable Expense: 600 
units at $ .80. 

800 

480 


800 

Department B — 

Fixed Expense: 1 of 

1,200. 

Variable Expense: 400 
units at $ .80. 


1,280 



400 

320 






720 


2,000 



2,000 
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Department X 


July 



July 



Fixed Expense: 



Department A — 



Taxes. 

200 


Fixed Expense: 1 of 



Depreciation . 

. .. 1,000 

1,200 I 

$1,200. 

800 



— 

{ 

Variable Expense: 400 



Variable Expense: 



units at $ .80. 

320 


Supplies. 

240 





Wages. 

400 

640 



1,120 




Department B — 






Fixed Expense: 5 of 






$1,200. 

400 





Variable Expense: 400 






units at $ .80. 

320 







720 



1,840 



1,840 


It should be noted that the charge to Department B for 400 serv¬ 
ice units in July was exactly the same as that for June. This would 
be the case only in instances where the fixed expenses of the service 
department are absolutely fixed, and the variable expenses fluctuate 
in direct proportion to the output of service. 

ILLUSTRATION OF The flow of factory costs is illustrated in 
COST^^O^NWIG^* following example for the Master Prod¬ 
ucts Manufacturing Company. The indirect 
charges that are not identified with productive departments A and 
B of this company are shown in three service department accounts, 
Building Expense, Power Expense, and Sundry Factory Expense. 
The service costs are closed to the overhead accounts of the productive 
departments monthly. The costs of the productive departments are, 
in turn, charged to the goods produced at predetermined overhead 
rates. Jobs passing through a productive department carry the over¬ 
head rate of that department; jobs requiring labor in two depart¬ 
ments carry the rate of each department through which they have 
passed. Overhead rates applied to goods passing through the pro¬ 
ductive departments A and B are: 

Department A 80% of direct labor cost 

Department B 90/ per direct labor hour 

The use of the first-in, first-out method is assumed in recording 
inventory costs. 

A trial balance and summaries of subsidiary ledgers for the Master 
Products Manufacturing Company on December 31 are illustrated on 
the following pages. 
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MASTER PRODUCTS MANUFACTURING COMPANY 


Trial Balance 
December 31, 1949 


Cash. 

12,600 

30,000 

25,000 

15,000 

21,400 

450,000 


Accounts Receiv^able. 


Raw Materials. 


Goods in Process. 


Finished Goods. 


Machinery and Equipment. 


Reserve for Depreciation of Machinery and Equip¬ 
ment . 

180,000 

Buildings. 

300,000 

Reserve for Depreciation of Buildings. 

120,000 

Land. 

40,000 

2,000 

Prepaid Insurance. 


Accrued Payroll. 

3,000 

25,000 

400,000 

168,000 

Accounts Payable. 


Capital Stock. 


Surplus. 





896,000 

896,000 


Summaries of Subsidiary Ledgers 


December 31, 1949 
Stores Ledger 

Material A, 10,000 at $1.00. $10,000 

Material B, 4,000 at $2.00. 8,000 

Material C, 2,000 at $3.50. 7,000 


Total Raw Materials as per controlling account. $25,000 


Cost Ledger 

Job #101 (2,000 units in process). $ 9,000 

Job #102 (5,000 units in process). 6,000 


Total Goods in Process as per controlling account. $15,000 


Stock Ledger 

Commodity X, 3,000 at $6.00. $18,000 

Commodity Y, 500 at $6.80. 3,400 


Total Finished Goods as per controlling account. $21,400 


Transactions and entries for January, 1950, follow: 

Transaction Entry 


(a) Materials purchased in month (from Raw Materials. 29,500 

summaries of materials received reports): Accounts Payable.... 29,500 

Material B, 5,000 at $2.10... $10,500 

Material C, 5,000 at $3.80.. $19,000 
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Transaction Entry 


(b) Materials withdrawn from stores, charges being 
made on first-in, first-out basis (from summary of 
material requisition slips): 

A B C 

Chargeable to — 

Building Expense 

400 at $1 

Sundry Factory 

Expense 600 at 1 

Overhead — 

Dept. A 500 at 1 

Overhead — 

Dept. B 500 at 1 

Goods in Process 

Job #102 3,000 at $2.00 2,000 at $3.50 

500 at 3.80 

Job #103 3,000 at 1 1,000 at 2.00 

2,000 at 2.10 

BuildingExpense 400 

Sundry Factory 

Expense.... 600 

Overhead — 

Dept. A. ... 500 

Overhead — 

Dept. B . . . 500 

Goods in Proc¬ 
ess . 24,100 

Raw 

Materials. 26,100 

Totals: 5,000at $1 4,000at $2.00 2,000at $3.50 

2,000 at 2.10 500 at 3.80 

(c) Distribution of factory payroll (from summaries 
of time tickets): 

Chargeable to — Amount 

Building Expense (Including janitor and 

watchman’s salaries). $1,000 

Power Expense (Including power plant 

labor). 2,500 

Sundry Factory Expense (Including salaries 

of superintendent, time-keepers, etc.)_ 1,500 

Overhead — Department A (Including 

salary of departmental foreman)........ 550 

Overhead — Department B (Including 

salary of departmental foreman). 900 

Goods in Process: 

Labor Department A: 

Job #102 (4,800 hours). 6,000 

Job #103 (3,200 hours). 4,000 

Labor Department B: 

Job #101 (3,000 hours) . 3,000 

Job #102 (7,000 hours) . 8,000 

Job # 103 (2,000 hours). 1,500 

$28,950 

Building Exp. . 1,000 

Power Expense 2,500 

Sundry 

Factory 

Expense.... 1,500 

Overhead — 

Dept. A . . 550 

Overhead — 

Dept. B . . 900 

Goods in 

Process. 22,500 

Accrued 

Payroll. .. 28,950 

(d) Factory expenses paid during the month and 
chargeable: 

Accrued Payroll (payments to factory work¬ 
men, including superintendent, power 
plant employees, timekeepers and de¬ 
partmental foremen). $30,200 

Building Expense (Maintenance, repairs, 

etc.). 500 

Power Expense (Maintenance, repairs, etc.) 400 

Sundry Factory Expense (Miscellaneous 

factory expenses). 500 

Department A (Departmental repairs 

supplies, etc.). 200 

Department B (Departmental repairs, 
supplies, etc.). 350 

$32,150 

Accrued 

Payroll. 30,200 

j Building Ex¬ 
pense . 500 

Power Expense 400 

Sundry 

Factory 

Expense.... 500 

Overhead — 

Dept. A. 200 

Overhead — 

Dept. B. 350 

Cash. 82,150 
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Transaction Entry 


(e) Depreciation of machinery and equip¬ 
ment for month chargeable on basis of 
value and expected life of property in 
each department: 

Power Expense. $1,900 

Sundry Factory Expense. 500 

Department A. 2,100 

Departments. 2,300 

$6,800 ! 

Power Expense. 1,900 

Sundry Factory Expense 500 

Overhead — Depart¬ 
ment A. 2,100 

Overhead — Depart¬ 
ment B. 2,300 

Res. for Depr. of 

Machinery and 

Equipment. 6,800 

(f) Depreciation of buildings 
chargeable to building ex¬ 
pense. $1,500 

Building Expense. ... 1.500 

Res. for Depr. of 

Buildings. 1,500 

(g) Expired insurance and accrued taxes 
chargeable on basis of value of property 
in each department. 

Insurance Taxes 
Building Expense.. . $150 $ 450 

Power Expense. 50 150 

Sundry Factory Exp. 25 75 

Department A. 75 225 

Departments. 100 300 

$400 $1,200 

Building Expense. 600 

Power Expense. 200 

Sundry Factory Expense 100 

Overhead — Depart¬ 
ment A. 300 

Overhead — Depart¬ 
ment B. 400 

Prepaid Insurance... . 400 

Accrued Taxes 1,200 

(h) Distribution of Building Expense to 
departments on the basis of space oc¬ 
cupied: 

Per Cent 

OF Total 

Space 

Occupied 

Department A. 30 $1,200 

Departments. 40 1,600 

Selling Expense ... 10 400 

General Expense.... 20 800 

100 $4,000 

Overhead — Depart¬ 
ment A. 1,200 

Overhead - Depart¬ 
ment B. 1,600 

Selling Expense. 400 

General Expense. 800 

Building Expense.... 4,000 

(i) Distribution of Power Expense to de¬ 
partments on basis of kilowatt-hours. 

Per Cent 

OF Total 

KW. Hours 
Provided 

Department A. 40 $2,000 

Department B. 50 2,500 

Selling Expense. ... 2 100 

General Expense.... 8 400 j 

100 $5,000 

Overhead — Depart¬ 
ment A. 2,000 

Overhead — Depart¬ 
ment B. 2,500 

Selling Expense. 100 

General Expense. 400 

Power Expense. 5,000 

1 

(j) Distribution of Sundry Factory Ex¬ 
pense on basis of direct labor hour 
totals in productive departments. 

Hours 

Department A. 8,000 $1,280 

Department B. 12,000 1,920 

20,000 $3,200 

Overhead — Depart¬ 
ment A. 1,280 

Overhead — Depart¬ 
ment B. 1,920 

Sundry Factory 

Expense. 3,200 







































Ch. 201 


COST ACCOUNTING 


523 


Transaction Entry 


(k) Distribution of overhead to goods in 
process: 

Dept, A — Rate, 80% of direct labor coat 

Job #102,80% of $6,000. $ 4,800 

Job #103,80% of $4,000. 3,200 

Overhead — Dept. A, Applied $8,000 
Dept, B — Rate, 90i per labor hour 
Job #101,3,000 hours at .90.... $ 2,700 

Job#102,7,000 hoursat.90... 6,300 

Job #103,2,000 hours at .90.... 1,800 

Overhead—Dept. B, Applied $10,800 

Goods in Process. 18,800 

Overhead — Depart¬ 
ment A. 8,000 

Overhead — Depart¬ 
ment B. 10,800 

(1) Jobs completed and sent to stock: 

Job #101,2,000 units at $7.35. . $14,700 

Job #102, 5,000 units at $9.20 . . 46,000 

$60,700 

Finished Goods. 60,700 

Goods in Process. 60,700 

(m) Sales on account, costs being charged 
out on first-in, first-out basis: 

Sales 
Cost Price 

1,500 units Commodity X: 

Cost per unit, $6.00. $ 9,000 

Sales price . $11,700 

1,500 units Commodity Y: 

Cost: 500 units @ $6.80 

1,000 units @ $7.35,.. .10,750 

Sales price. 14,000 

3,000 units Commodity Z: 

Cost per unit, $9.20. 27,600 

Sales price. 36,000 

$47,350 $61,700 

Cost of Goods Sold. 47,350 

Finished Goods. 47,350 

Accounts Receivable . . 61,700 

Sales... 61,700 

(n) Selling and general expenses paid: 

Selling Expenses. $ 4,600 

C:pnpr!i1 Flvnpn.sips S OHO 

Selling Expense. 4,600 

General Expense. 3,000 

Cash. 7,600 

$ 7,600 


(o) Collections on accounts re¬ 
ceivable . $56,000 

Cash. 56,000 

Accounts Receivable 56,000 

(p) Payments on account .$24,000 

Accounts Payable. 24,000 

Cash . 24,000 


In the example just given, indirect costs were recorded directly in 
the service or productive department overhead accounts. Ordinarily, 
a separate overhead account would be opened for each indirect item, 
and balances would be closed into the departmental accounts at the 
end of the period. All of the detail concerning overhead charges would 
then be readily available. 

The foregoing information, as it would appear in the general ledger 
and the subsidiary ledger accounts, is shown on pages 524,525, arid 526. 
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GENERAL LEDGER 


Cash Raw Materials 
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Goods in Process 


Sales 
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An adjusted trial balance and summaries of subsidiary ledgers for 
the Master Products Manufacturing Company on January 31 follow: 


MASTER PRODUCTS MANUFACTURING COMPANY 
Adjusted Trial Balance 


January 31,1950 


Cash. 

Accounts Receivable. 

Raw Materials. 

Goods in Process. 

Finished Goods. 

Machinery and Equipment. 

Reserve for Depreciation, Machinery and Equip 

Buildings. 

Reserve for Depreciation, Buildings. 

Land. 

Prepaid Insurance. 

Accrued Payroll. 

Accrued Taxes. 

Accounts Payable. 

Capital Stock. 

Surplus. 

Sales. 

Cost of Goods Sold. 

Overhead — Department A. 

Overhead — Department B. 

Selling Expense. 

General Expense. 


4,850 

35.700 
28,400 

19.700 
34,750 

450,000 

186,800 

300,000 

121,500 

40,000 


1,600 

i 1,750 

1,200 
30,600 
400,000 
168,000 


61,700 

47,350 


130 

330 

5,100 


4,200 


971,780 

971,780 


Summaries of Subsidiary Ledgers 
January 31, 1950 


Stores Ledger 

Material A, 5,000 at $1.00. $ 5,000 

Material B, 3,000 at $2.10. 6,300 

Material C, 4,500 at $3.80. 17,100 

Total Raw Materials as per controlling account. $28,400 


Cost Ledger 

Job #103 (2,500 units in process). $19,700 

Total Goods in Process as per controlling account. $19,700 


Stock Ledger 

Commodity X, 1,500 at $6.00. $ 9,000 

Commodity Y, 1,000 at $7.35. 7,360 

Commodity Z, 2,000 at $9.20. 18,400 

Total Finished Goods as per controlling account. $34,7J0 
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Statements would be prepared from the adjusted trial balance as 
follows: 


MASTER PRODUCTS MANUFACTURING COMPANY 


Balance Sheet 
January 31,1950 


Assets 

Liabilities and Net Worth 

Cash . 


4,850 

Accrued Payroll.... 


1,750 

Accounts Receivable. 


35,700 

Accrued Taxes. 


1,200 

Raw Materials. 


28,400 

Accounts Payable . 


30,500 

Goods in Process. 


19,700 

Capital Stock. 


400,000 

Finished Goods. 


34;750 

Surplus, December 


Machinery and 



31. 

168,000 


Eouipment. 

450,000 


Add Net Profit for 



Less Res. for Depr. 

186,800 

263,200 

January. 

5,250 

173,250 

Buildings. 

300,000 





Less Res. for Depr. 

121,500 

178,500 




Land. 


40,000 




Prepaid Insurance. .. 


1,600 







Total Liabilities and 



Total Assets. 


606,700 

Net Worth. 


606,700 


MASTER PRODUCTS MANUFACTURING COMPANY 
Statement op Profit and Loss 
For Month Ended January 31,1950 


Sales. 


61,700 

Cost of Goods Sold: 


Finished Goods Inventory, January 1. 

21,400 


Cost of Goods Manufactured. 

60,700 


Less Finished Goods Inventory, January 31. 

82,100 

34,750 

47,350 

Gross Manufacturing Profit. 


14,350 

Add Net Overabsorbed Overhead: 



Overabsorbed Overhead, Department B. 

330 


Less Underabsorbed Overhead, Department A. 

130 

200 

Net Manufacturing Profit. 


14,550 

Operating Expenses: 



Selling Expenses. 

5,100 


General Expenses. 

4,200 

9,300 

Net Profit from Operations. 


5,250 


A schedule to show the determination of the cost of goods manu¬ 
factured could be prepared from the detail found in the goods in 
process account. 
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It should be observed that the cost of goods sold based upon 
factory costs that include predetermined overhead rates is subtracted 
from sales to obtain a gross manufacturing profit on the statement of 
profit and loss. The net amount of overabsorbed overhead is con¬ 
sidered an addition to the gross manufacturing profit in obtaining a 
net manufacturing profit. A net underabsorbed overhead would be 
treated as a subtraction item. In closing the accounts, the overhead 
balances would be transferred to the profit and loss account. 


DEVELOPMENT OF In the previous illustration the overhead of 

OVERHEAD RATES Department A was charged to goods in 

process by the labor cost method at an 80 per cent rate; overhead of 
Department B was charged at the rate of 90 cents per labor hour. Both 
of these rates were predetermined, based upon estimates of overhead 
costs. Because they were based on estimates, the applied overhead 
was not exactly equal to costs. The departmental overhead accounts 
therefore have balances showing underabsorbed overhead and over¬ 
absorbed overhead. The development of equitable overhead rates is 
obviously of great importance. It seems advisable, therefore, to ex¬ 
amine the procedures by which rates are estimated. 

On the next page is given a schedule showing the distribution to 
departments of the estimated overhead charges for an entire year for 
the Reed Manufacturing Corporation. The various items of estimated 
manufacturing expense are analyzed departmentally. Total expenses 
for each service department are obtained, and these in turn are dis¬ 
tributed to the departments according to the services rendered to such 
departments. The ultimate effect is to identify all estimated manu¬ 
facturing expenses with one or the other of the two productive depart¬ 
ments. The similarity between the structure of this schedule and the 
process of recording and transferring indirect charges in the chart on 
pages 524 and 525 should be noted. 

It may be observed that, while in the previous illustration service 
department totals were transferred directly to productive departments, 
in this case a part of certain service department costs are considered 
chargeable to other service centers. Building expense, for example is 
charged to power expense and general factory expense as well as to 
productive departments A and B. Eventually, however, the full 
amount of factory overhead is related to the productive departments, 
and overhead rates can then be established for the latter departments. 

The amounts used in the schedule are the estimated amounts for 
the following year, based on the best judgment regarding expenses and 
output. The total estimated manufacturing expenses are $474,600. 
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REED MANUFACTURING CORPORATION 
Schedule op Distribution op Estimated Overhead Charges For 1950 





Distribution 

Manufacturing 

Expenses 

Basis of 
Distribution 

Total 

Build¬ 

ing 

Ex¬ 

pense 

Power 

Ex¬ 

pense 

Gen¬ 

eral 

Fac¬ 

tory 

Ex¬ 

pense 

Dept. 

A 

Dept. 

B 

Indirect materials 

Indirect labor 

Superintendence 

Heat, light, and 
power 

Maintenance and 
repairs 

Sundry factory 
expense 

Taxes 

Depr. of Machinery 
and Equipment 

Depr. of Building 

Insurance 

Estimated required 
materials 

Estimated charges 
Estimated charges 
Estimated 
consumption 

Estimated expense 

Estimated expense 
Value of property 
Value and life of 
property 

Value and life of 
property 

Value of property 

35,000 

50,000 

72,000 

45,000 

40,000 

46,000 

34,000 

93,000 

48,000 

11,600! 

7,000 

15,000 

7,000 

12,200 

3,600 

6,000 

48,000 

1,200 

7.500 

4.500 

45,000 

7,000 

12,400 

4,800 

22,800 

1,200 

1,000 

10,000 

44,000 

4,000 

4.400 

2.400 

1,200 

1,200 

13,400 

7,000 

12,000 

10,000 

11,000 

6,400 

21,000 

2,000 

6,100 

13,500 

16,000 

12,000 

6,000 

16,800 

42,000 

6,000 



474,600 






Building Expense 

Space occupied 


100,000 

4,000 

16,000 

48,000 

32,000 

Power Expense 

Kw. hours used 



109,200 

13,000 

31,200 

65,000 

General Factory 
Expense 

Direct labor hours 




97,200 

54,000 

43,200 







216,000 

258,600 


The amounts of the various expenses are distributed to the service 
and the productive departments through entries in the columns at 
the right. The estimated building expense for the year is found to be 
$100,000. This amount is distributed to the departments on the basis 
of the space occupied by the departments. The calculation for the dis¬ 
tribution of building expense is as follows; 


Estimated building expense, $100,000. 

Square feet occupied by departments chargeable for building expense, 
125,000. 


Charge per square foot 

Chargeable to Power Expense. 

Chargeable to General Factory Expense 

Chargeable to Department A. 

Chargeable to Department B. 

Total estimated building expense.... 


5,000 

feet 

at 

80?! 

$ 4,000 

20,000 

feet 

at 

80(! 

16,000 

60,000 

feet 

at 


48,000 

40,000 

feet 

at 


32,000 





$100,000 
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Similarly, the estimated power expense is charged to General 
Factory Expense and to Departments A and B. The calculations 
for the distribution of the power expense is as follows: 

Estimated power expense, $109,200. 

Estimated power production, 3,360,000 kilowatt-hours. 

Charge per kilowatt-hour 


Chargeable to General Factory Expense, 400,000 kilowatt- 

hours at . = $ 13,000 

Chargeable to Department A, 960,000 kilowatt-hours at 

3|c^.= '31,200 

Chargeable to Department B, 2,000,000 kilowatt-hours at 
3J^.= 65,000 


Total estimated power expense. $109,200 


The estimated general factory expense is charged to Departments 
A and B on the basis of the estimated direct labor hours within pro¬ 
ductive departments as follows: 

Estimated general factory expense, $97,200. 

Estimated direct labor hours, 1,080,000. 

Charge per labor hour = 9^ 


Chargeable to Department A, 600,000 labor hours at 9?! = $ 54,000 
Chargeable to Department B, 480,000 labor hours at 9?! = 43,200 

Total estimated general factory expense. $ 97,200 


The result of the distribution of the total estimated overhead 
charges is to charge Department A with $216,000 and Department 
B with $258,600. Overhead is to be distributed by the labor hours 
method in Department A, by the labor cost method in Department 
B. The overhead rates for the productive departments are obtained 
as follows: 


Total estimated charges. 

Estimated direct labor hours 
Estimated direct labor cost. . 
Rate. 


Department A 
$216,000 
600,000 

36^ per direct 
labor hour 


Department B 
$258,600 

$215,500 
120% of direct 
labor cost 


PRINCIPLE OF NORMAL When the manufacturing plant is operating 
ovERtiEAD capacity output, overhead rates that are 

determined by the method used in the preceding section give satis¬ 
factory results in determining the unit cost of the product. But during 
periods in which the plant is operating at levels less than capacity, 
overhead rates so determined result in fluctuating unit costs. 
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Assume that a certain manufacturing concern has a normal capacity 
to work of 10,000 direct labor hours and is subject to annual fixed 
overhead charges of $16,000, these expenses continuing at a constant 
level regardless of the rate of production at which the plant is operat¬ 
ing. Assume, further, that there are variable overhead expenses of 
$1 per direct labor hour at normal production and that each unit of 
product requires one hour of direct labor. Material and direct labor 
cost per unit is $5. If the management of the company estimates 
8,000 direct labor hours for 1949, the total estimated overhead is 
$24,000, consisting of fixed expenses, $16,000, and variable expenses, 
$8,000 (8,000 hours at $1). Following the procedure described in the 
preceding section, $24,000 is applied to the 8,000 direct labor hours. 
The overhead rate per direct labor hour, then, is $3. The unit cost of 
the product would be $8 consisting of overhead cost, $3, and material 
and direct labor cost, $5. 

A decrease in demand is expected in 1950, and management esti¬ 
mates a curtailment of production to 4,000 direct labor hours. The 
total estimated overhead for 1950 is $20,000, consisting of fixed ex¬ 
penses, $16,000, and variable expenses $4,000 (4,000 hours at $1). In 
this case the overhead rate per direct labor hour would be $5 and the 
cost per unit of the product would be $10 consisting of overhead cost, 
$5, and material and direct labor cost, $5. 

Thus in successive periods of operation the unit cost of the same 
product has increased from $8 to $10, despite the fact that the manu¬ 
facturer’s costs have not risen. It would seem that under such con¬ 
ditions the unit costs of the product should be the same in both cases; 
any loss resulting from curtailed production should be shown as a cost 
of idle plant capacity rather than cost of the product. This would re¬ 
quire that, at any level of plant production, the amount of overhead 
to be charged to each unit of product should be the same as that which 
would have been charged had the plant been operating at its normal 
capacity. 

In the determination of a normal overhead rate, the overhead 
charge based upon plant operation at normal capacity is determined, 
and this figure is divided by the hours of normal capacity. In the 
foregoing example fixed overhead expense is $16,000 while variable 
overhead expenses at capacity operation are $10,000 (10,000 hours at 
$1). Normal capacity is 10,000 hours. Consequently an overhead rate 
of $2.60 per hour is obtained by dividing $26,000 by 10,000 hours. 
Appl3ring the principle of normal overhead, a rate of $2.60 would be 
applied to the product regardless of the percentage of capacity at 
which the plant is operating. A large debit balance in the overhead 
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account, representing primarily the expense of unused plant capacity, 
would be deducted from the gross manufacturing profit to obtain the 
net manufacturing profit on the statement of profit and loss. 

GENERAL APPLICATION It was suggested that cost accounting is 
OF COST ACCOUNTING evidenced on the statement of profit and 

loss of any enterprise, whether the business is mercantile or manu¬ 
facturing. The cost of the goods sold during a year or a month and the 
cost of selling as distinct from the cost of administration are parts of 
the statement of profit and loss that are extremely significant from 
the point of view of the management. The determination of these 
costs, just like the determination of the costs of a job order, is accom¬ 
plished by relating a group of expenses to a recognized activity of the 
enterprise. 

As a rule a single account does not suffice to express the cost of a 
business activity. Just as the cost elements of materials, labor, and 
overhead must be combined to determine the cost of finished goods, 
so it is necessary to associate a number of expenses to obtain the cost 
of certain services or activities. Since business management appre¬ 
ciates the value of calculations of current costs, the trend is towards a 
much broader development of cost accounts in fields other than 
manufacturing. 


QUESTIONS 

1. (a) What are the three elements of manufacturing cost? (b) Name 
three controlling accoimts and the subsidiary ledgers that they control 
found in a job order cost system, (c) When and from what data are 
entries made to the subsidiary accounts and to the controlling accounts? 

2. (a) Explain how the establishment of several productive depart¬ 
ments may result in greater accuracy in production order costs, (b) 
Could the establishment of several service departments accomplish a 
similar result? 

3. Distinguish between (a) a physical inventory and a perpetual inven¬ 
tory, (b) direct materials and indirect materials, (c) labor hours method 
and labor cost method, and (d) service department and productive 
department. 

4. In Department A of the Gage Mfg. Co. there are 20 employees and 
$500,000 worth of machinery; in Department B there are 200 employees 
and $50,000 worth of machinery. What effect do these facts have on 
overhead distribution? 

6. In Department D of the Gage Mfg. Co. workers are paid from 80 cents 
to $1.26 per hour, depending on their period of service with the company. 



534 


INTERMEDIATE ACCOUNTING 


[Ch. 20 


Should overhead in this department be distributed by the labor cost 
method or the labor hours method? Explain. 

6. Give the factors to be considered in determining whether to install a 
cost system with a single overhead rate or a cost system with five produc¬ 
tive department overhead rates and ten service departments. 

7. Explain how the costs represented by the following items may be 
distributed to departments: (a) heat, (b) light, (c) insurance on ma¬ 
chinery, (d) taxes on the factory building, (e) power produced by the 
power plant. 

8. (a) In a departmentalized factory, should the various departments 
be charged for the space occupied? (b) If so, at what rate? (c) What are 
the elements of space cost? 

9. If service department costs are chargeable to other departments at 
actual costs, how are economies in service departments determined? 

10. “In a nondepartmentalized plant, power costs are charged to pro¬ 
duction in proportion to labor costs.” Is this true? 

11. The form shown below represents an account taken from the ledger 
of the Miller Manufacturing Corporation: 


Balance. 

410 

.00 

To Goods in Process . 

1,150. 

00 

Indirect materials 

50 

.00 

(50% of $2,300, 



Foreman’s salary 

120, 

.00 

direct labor) 



Power expense . . 

380 

,00 

Balance . 

50 

.00 

Building expense 

100, 

.00 




Sundry mfg. expen.se.s 

140 

.00 





1,200 

.00 


1,200 

.00 

Balance. 

50 

.00 





(a) Give the name of the account, (b) How was the power charge 
determined? (c) What does the balance of the account represent? (d)How 
was the 50 per cent rate determined? 

12. An analysis of the underabsorbed balance of the overhead account 
for Productive Department A shows the balance to be due to increased 
costs of power provided that department. Should the overhead rate be 
increased to absorb these additional power costs? 

13. The Carleson Manufacturing Company is to submit a bid on the pro¬ 
duction of 10,000 units of Commodity X. It is estimated that the cost 
of the raw materials will be $720; the cost of direct labor, $1,000. Over¬ 
head is applied at 120% of the direct labor cost for Department A; at $1 
a direct hour for Department B. The direct labor cost in Department A 
is estimated at $400; the direct labor hours in Department B are esti¬ 
mated at 800. Sales are made by the company at a 40% gross margin on 
sales. Calculate the sales price to be quoted by the company. 
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PROBLEMS 

1. The cost ledger of the Thornton Manufacturing Co. shows the follow¬ 
ing data identified with Job No. 454, an order for 1,000 units of Com¬ 
modity R: 



Dept. A 

Dept. B 

Dept. C 

Materials used. 

Labor charge: 

. $400 

$150 

$60 

100 hours at $ .80. 

150 hours at $1.00. 

. 80 

150 


100 hours at $1.25. 


125 


60 hours at $1.00. 



60 


Overhead is applied as follows: 

Department A, 60% of labor charge 
Department B, 80^!^ per labor hour 

Department C, 50% of prime cost (material+labor charge) 

Goods are sold at a 20 per cent gross profit on sales. What is the selling 
price per unit of Commodity R? (Show calculations.) 


2. A summary of the account balances of the Shelley Manufacturing 
Corporation on December 31, the end of a fiscal year, follows: 


Cash. $ 2,650 

Notes Receivable. 14,000 

Accounts Receivable. 31,500 

Res, for Bad Debts (cr.). 600 

Raw Materials. 30,100 

Goods in Process. 53,600 

Finishjed Goods. 31,700 

Machinery and Equipment. . . 155,000 

Res.for Depr. Mach.and Equip 40,000 

Buildings. 110,000 

Res, for Depr. Buildings .... 22,000 

Land. 20,000 

Goodwill. 25,000 

Accrued Payroll. 1,600 


Notes Payable. $ 12,000 

Accounts Payable. 36,000 

Bonds Payable. 100,000 

Capital Stock . 200,000 

Surplus. 45,950 

Sales. 510,000 

Sales Returns and Allowances. 6,000 

Cost of Goods Sold. 882,600 

Overhead — Dept. A (cr.).... 13,300 

Overhead — Dept. B (cr.).... 5,700 

Selling Expenses. 66,000 

General Expenses. 52,000 

Other Income. 9,000 

Other Expenses. 16,000 


The following adjustments are necessary on December 31: 

Depreciation: Machinery and equipment, 10%, chargeable i to Depart- 

A, i to Department B. 

Buildings, 5%, chargeable | to Department A, to 
Department B, ^ to Selling Expenses, and ^ to 
General Expense. 

Deferred Expenses: Insurance of $400 is prepaid; insurance premiums paid 
during the year were charged to Department A Over¬ 
head, Department B Overhead, and General Expense 


in the ratio 60:30:20 respectively. 

Accrued Expenses: Chargeable to — Department A Overhead.$360 

— Department B Overhead. 210 

— Selling Expenses. 260 

— General Expenses. 150 

Interest on notes payable (charge Other Expenses).. 80 



































536 


INTERMEDIATE ACCOUNTING 


[Ch. 20 


Accrued Income: Interest on notes receivable (credit Other Income). . 100 
Provision for Bad Debts: Reserve to be increased by $150. 

Instructions: (1) Prepare a trial balance after adjustments, a balance 
sheet, and a statement of profit and loss. 

(2) Draft the adjusting and closing entries. 

(3) Draft the reversing entries as of January 1. 


3. The Mason Manufacturing Corporation prepares financial statements 
at the end of each month but closes its accounts at the end of each calendar 


year. On November 30 the account 


Cash. $ 10,500 

Accounts Receivable. 18,000 

Reserve for Bad Debts (cr.) .. 400 

Raw Materials. 12,700 

Goods in Process. 8,800 

Finished Goods. 11,000 

Machinery and Equipment. .. 45,000 

Res. for Depr. of Mach, and 

Equipment. 12,000 

Buildings. 35,000 

Res. for Depr. of Buildings 4,400 


balances are as follows: 


Land. $ 15,000 

Accrued Payroll . 800 

Accounts Payable. 14,800 

Common Stock. 50,000 

Surplus. 55,400 

Sales. 182,000 

Sales Returns and Allowances. 2,400 

Cost of Goods Sold. 122,000 

Factory Overhead (credit) . . 600 

Selling Expenses. 28,000 

General Expenses. 12,000 


The overhead rate that is applied to jobs in the factory is 60% of the 
direct labor cost. 


Operations for December are summarized below: 


(a) Raw materials purchases on account. 10,800 

(b) Raw materials returns and allowances. 400 

(c) Withdrawals of raw materials from stores as summarized 

from materials requisitions: 

Chargeable to jobs. 8,000 

Chargeable to factory overhead. 800 8,800 

(d) Factory labor as summarized from time tickets: 

Chargeable to jobs. 12,500 

Chargeable to factory overhead. 3,200 15,700 

(e) Cost of goods completed and transferred from factory to 

stock. 24,500 

(f) Sales on account: 

Selling price. 26,500 

Cost of goods sold. 18,400 

(g) Sales returns and allowances; 

Credit allowed. 150 

Cost of goods reacquired and returned to stock. 100 

(h) Collections on accounts receivable. 24,800 

(i) Cash disbursements during month: 

On accounts payable. 12,000 

On accrued payroll. 16,100 

On invoices chargeable to factory overhead. 3,150 

On invoices chargeable to selling expense. 2,500 

On invoices chargeable to general expense. 1,200 34,950 
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(j) Bad accounts written off against reserve. 450 

(k) Data for adjustments on December 31: 

(1) Depreciation on machinery for December. 500 

(2) Depreciation on buildings for December, chargeable 75% 

to manufacturing, 25% to general expenses. 200 

(3) Addition to reserve for bad debts (charge General 

Expenses). 400 

(4) Accrued payables: 

Chargeable to factory overhead. 250 

Chargeable to selling expenses. 200 450 

(5) Deferred Expenses: 

Credit factory overhead. 200 

Credit general expenses. 150 350 


Instructions: (1) Record the transactions and adjusting data in journal 
form and post to ‘‘T** accounts in which opening balances have been recorded. 

(2) Prepare a trial balance, a balance sheet, and a statement of profit and 
loss for the year. 

(3) Give the journal entries to close the books and post to the accounts. 

(4) Prepare a post-closing trial balance. 

4. The accounts of the Morrison Manufacturing Company show the fol¬ 
lowing balances on January 1, 19—. 

Cash. $ 9,800 Buildings. $ 60,000 

Accounts Receivable . 18,000 Res. for Depr. of Buildings_ 12,000 

Reserve for Bad Debts. 900 Land. 15,000 

Raw Materials. 14,000 Accrued Payroll . 300 

Goods in Process. 22,200 Accounts Payable. 18,000 

Finished Goods. 26,350 Capital Stock. 200,000 

Machinery and Equipment. . . 64,000 Surplus (dr. balance) . 20,850 

Res. for Depr. of Mach, and 

Equip. 19,000 

The cost ledger shows the following balances: 


Job #115 (5,000 units of Commodity W in process) $10,000 

#116 (2,000 units of Commodity X in process) 8,000 

#117 (1,000 units of Commodity Y in process) 4,200 $22,200 

The stock ledger shows the following balances: 

Commodity X (600 units at $7.25). $ 4,350 

Commodity Y (500 units at $14). 7,000 

Commodity Z (2,500 units at $6). 15,000 $26,350 


Three productive departments are maintained: Departments A, B, 
and C. The overhead rates applied to goods in process passing through 
the departments are as follows: 

Department A, 50% of direct labor cost. 

Department B, 40% of direct labor cost. 

Department C, 40^ per direct labor hour. 
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Factory overhead charges not identified with productive departments 
are charged to the accounts Building Expense and Miscellaneous Factory 
Expense. At the end of each month balances of these accounts are dis¬ 
tributed as follows: 

Building Expense: To Department A, 40%; to Department B, 10%; to 
Department C, 30%; to Selling Expense, 10%; to General Expense, 
10%. 

Miscellaneous Factory Overhead: To Department A, 50%; to Depart¬ 
ment B, 25%; to Department C, 25%. 

A summary of the operations for the month of January follows: 

(a) Purchases of raw materials on account including freight charges, 
$7,350. 

(b) Raw materials returns and allowances, $210. 

(c) Withdrawals of raw materials as summarized from material requisi¬ 


tions, chargeable as follows: 

Department A. $ 120 

Department B. 60 

Department C. 70 

Building Expense. 450 

Miscellaneous Factory Expense. 100 

General Expense. 50 $ 850 

Department A: 

Job #117. 1,800 

#118 (1,000 units of Commodity Z in 
process). 1,500 3,300 

Department B: 

Job #116. 400 

#118. 150 550 

Department C: 

Job #115. 390 

#116. 1,710 

#117. 700 2,800 $7,500 

(d) Factory labor as summarized from time tickets and other sources, 
chargeable as follows: 

Department A, 75 hours at $0.80. $ 60 

Department B, 50 hours at 1.00. 50 

Department C, 50 hours at 1.00. 50 

Building Expense, 100 hours at $1.00. 100 

Misc. Factory Expense, 80 hours at 1.00. 80 

General Expense, 40 hours at 1.00. 40 

Department A: 

Job #117, 2,400 hours at $1.00. $2,400 

#118,1,000 hours at 1.00. $1,000 

500 hours at .90. 450 1,450 3,850 
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Department B: 

Job #116, 600 hours at 1.25. 750 

#118,160 hours at 1.25. . .. 200 

250 hours at 1.20. 300 500 1,250 


Department C: 

Job #115, 150 hours at 1.00. 150 

#116, 600 hours at 1.00. 600 

1,000 hours at 1.70. 1,700 2,300 


#117, 600 hours at 1.00... 600 

500 hours at 1.70. 850 1,450 3,900 


Janitor's salary (charge Building Expense). 160 

Factory Superintendent (charge Miscellaneous Factory Expense) 350 

Foreman — Department A. 300 

Foreman — Department B. 220 

Foreman — Department C. 250 

Timekeeper (charge Miscellaneous Factory Expense). 250 


Total Factory Labor. $10,910 


(e) Jobs completed and transferred to stock: No. 115 and No. 116. 

(f) Total sales on account, $38,000, consisting of the following units: 

Commodity W. 1,000 units 

Commodity X. 2,000 units 

Commodity Y. 100 units 

Commodity Z. 1,500 units 

Cost is calculated by the first-in, first-out method. 

(g) Allowance on sales return, $850, 100 units of Commodity Z being re¬ 
turned to stock. 

(h) Collections on accounts receivable, $39,400. 

(i) Cash disbursements during month, chargeable as follows: 

Accrued payroll (including direct and indirect 

labor charges and factory salaries of super¬ 
intendent, timekeeper, watchmen, and depart¬ 


mental foremen). $10,580 

Department A. 60 

Department B. 40 

Department C. 100 

Building Expense. 140 

Miscellaneous Factory Expense. 100 

Delivery Expense. 1,500 

Selling Expense. 3,350 

General Expense. 2,850 

On accounts payable. 18,950 $37,670 


(j) Bad debts written off against reserve, $210. 
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(k) Data for adjustments: 

Depreciation of buildings rate: 5% per year. 

Depreciation of machinery and equipment: 

Department A, $42,000; rate: 10% per year 
Department B, 10,000; rate: 6% per year 
Department C, 12,000; rate: 10% per year 
Addition to reserve for bad debts (debit General Expense) $250. 
Accrued expenses, chargeable as follows: 


Building Expense. $100 

Selling Expense. 200 

General Expense. 50 


Instructions: (1) Set up accounts for a general ledger, a cost ledger and 
stock ledger recording the balances for the beginning of the month. 

(2) Record the transactions and adjusting data directly in the accounts. 
Close Building Expense and Miscellaneous Factory Expense accounts. 

(3) Prepare a trial balance after adjustment, and schedules to prove the 
subsidiary ledgers. 

(4) Prepare a balance sheet and statement of profit and loss. 


5. During the year 1949 the Medway Manufacturing Company applied 
overhead to goods in process at the rate of 100% of the direct labor cost. 
For the following year it is planning to change from a single overhead 
rate to two departmental overhead rates. Three service departments are 
established, and the elements of manufacturing expense are analyzed 
with reference to the five departments. On the basis of this analysis and 
estimates regarding operations for the succeeding year, a schedule showing 
the distribution of manufacturing expenses and a schedule showing the 
determination of productive department overhead rates are to be drawn 
up. The data to be used are as follows: 

(a) Indirect materials, $3,000, chargeable ^ to Building Expense; ^ to 
Power Expense; ^ to Department A; ^ to Department B; the balance 
to General Factory Expense. 

(b) Indirect labor, $4,000, chargeable ^ to Building Expense; to 
Power Expense; ^ to Department A; f to Department B; balance to 
General Factory Expense. 

(c) Superintendence, $6,000, chargeable to General Factory Expense. 

(d) Power, $6,000, chargeable to Power Expense. 

(e) Maintenance and repairs, $5,000, chargeable to Building Expense; 
yV to Power Expense; to Department A; y^^ to Department B; balance 
to General Factory Expense. 

(f) A property tax levy of 4% of the book value of the buildings and equip¬ 
ment is expected. Buildings and equipment are distributed as follows: 

Building Power General Dept. A Dept. B 


Cost of Assets. $30,000 $20,000 $10,000 $20,000 $50,000 

Reserve for Depreciation... 6,000 8,000 4,000 8,000 20,000 

Book Value. $24,000 $12,000 $ 6,000 $12,000 $30,000 


(g) Insurance at the rate of 2% of the book value of the buildings and 
equipment is contemplated. 
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(h) Depreciation is based on the following estimates of the life of the 
property owned: building, 20 years; the fixed assets in each of the 
other departments, 10 years. 

(i) Sundry factory expense, $5,000, chargeable i to Building Expense; 
^to Power Expense;i to Department A; ^ to Department B; balance 
to General Factory Expense. 

Building Expense is chargeable to the productive departments on the 
basis of the space occupied. Department A occupies 14,500 square feet; 
Department B, 15,500 square feet. 

Power Expense is chargeable to the productive departments on the 
basis of the kilowatt-hours used. Department A is expected to use 52,000 
kilowatt-hours; Department B, 135,000 kilowatt-hours. 

General factory expense is chargeable to the productive departments 
on the basis of the direct labor hours. Department A is expected to have 
22,000 direct labor hours; Department B, 18,000 direct labor hours. 

The overhead for Department A is to be applied by the direct labor 
hours method. The overhead for Department B is to be applied by the 
direct labor cost method. The cost of direct labor for Department B is 
estimated to be $10,800. 

Instructions: (1) Prepare a schedule showing the distribution of the manu¬ 
facturing expenses. 

(2) Prepare a summary showing the determination of the overhead rates 
for the productive departments. 




APPENDIX 


Statements for a number of well-known representative corporations 
are found on the pages that follow. Company statements of financial 
condition and operations, together with related reports of surplus and 
working capital changes, as presented in the corporate annual reports 
are reproduced. These statements demonstrate the practical applications 
of contemporary accounting theory. 

Various forms of the chief accounting reports are illustrated. Ex¬ 
amples will be found of the practices that are employed in reporting 
such special matters as asset revaluations, contingent liabilities, surplus 
appropriations, changes that have been made in accounting methods, 
etc. Reference to the statements and statement sections and items may 
be made throughout the course as the various phases of statement form 
and structure are studied. 


Reports are included for the following companies: 

The Pennsylvania Salt Manufacturing Company. 544 

Climax Molybdenum Company. 548 

Caterpillar Tractor Company. 552 

United States Steel Corporation. 554 

General Motors Corporation. 558 

Lockheed Aircraft Corporation. 563 

The Atchison, Topeka and Santa Fe Railway Company. 566 

American Telephone and Telegraph Company. 570 

General Electric Company. 575 

Bank of America. 579 

The Pennsylvania Railroad Company. 582 

Armour and Company. 584 

Merrill Lynch, Pierce, Fenner & Beane. 588 

Standard Oil Company of California. 589 
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The Pennsylvania Salt 

CONSOLIDATED 

June 30/ 

(Similar Figures for Previous 

ASSETS 


Current Assets: Junt 30,1947 June 30,1946 


Cash in Banks and on Hand:. 

$ 1,977,512 

$ 4,011,746 

U. S. Government Bonds:. 

119,083 

12,340 

Accounts and Notes Receivable—Trade: 
(Less reserve for doubtful receivables 
1947, $76,935; 1946, $67,826). 

2,826,385 

2,560,576 

Federal and State Income and Excess 
Profits Taxes Refundable:. 

91,268 

591.573 

Inventories (Valued at lower of cost or 
market, First-In—First-Out, except 
Crude Kryolith valued at cost, Last- 
In—First-Out) total 1947, $7,998,436; 
1946, $5,328,665; 

Finished Goods:. 

2,112,629 

1,731,288 

Goods in Process:. 

212,744 

173,856 

Raw Materials:. 

2,651,392 

1,365,374 

Supplies:. 

3,021,671 

2,058,147 

Total Current Assets: . 

13,012,684 

12,504,900 

Investments and Other Assets (at Cost) 
Investments in Affiliates not Consoli¬ 
dated :. 

150,000 

308,083 

Miscellaneous Investments:. 

15,992 

409,992 

Insurance and Contingent Funds—Cash 
and Investments (Market Value 1947, 
$1,001,192; 1946, $1,112,512):. 

989,710 

1,091,990 

Total Investments and Other Assets: 

1,155,702 

1,810,065 

Land, Buildings and Equipment (at 
Cost) 

Buildings and Equipment:. 

29,487,665 

26,565,886 

Less—Reserve for Depreciation and 
Amortization:. 

17,887,412 

18,575,288 


11.600,253 

7,990,598 

Land:. 

980,262 

984,096 

Net Total Land, Buildings and Equipment: 

12,580,515 

8,974,694 

Trade Marks, Patents, Goodwill, Etc. 
(Net of Amortization):. 

22,756 

45,488 

Deferred Charges: . 

542,897 

407,164 

Total Assets: . 

27,314,554 

23,742,311 
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Manufacturing Company 

BALANCE SHEET 

1947 

Fiscal Year Shown for Comparison) 

liabilities 


Current Liabilities: 


June 30,1947 June 30,1946 


Notes Payable—Purchase of Property:. 

Accounts Payable—-Trade:. 

Provision for Containers Returnable:. . 
Federal Income and Excess Profits 
Taxes Payable and Accrued (Less 
U. S. Treasury Notes 1947, $202,840; 

1946, $625,436):. 

Accrued Payroll and Sundry Accruals: 


$ 115,000 $ 

2,574,040 
549,824 


1,482,907 

325,673 


172,500 

1,419,922 

479,097 


515,666 

253,067 


Toial Current Liabilities . . 5,047,444 2,840,252 


Reserves: 

Insurance Fund:. 510,875 501,999 

Contingencies and Unknown Taxes:. . . 478,835 589,991 

Employees' Retirement Benefits:. 450,000 — 

Crude Kryolith Cost Adjustment:. 371,808 224,500 


Total Reserifes: . 1,811,518 1,316,490 


Capital Stock and Surplus: 

Capital Stock—Common—Par $10, 

1,000,000 shares authorized, 750,000 

shares issued:. 7,500,000 7,500,000 

Surplus—Paid In:. 2,000,000 2,000,000 

Earned:. 10,955,592 10,085,569 


20,455,592 19,585,569 


Total Capilal and Surplus: 
Total Liabilities:. 


27,314,554 23,742,311 
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The Pennsylvania Salt Manufacturing Company 

SUMMARY OF CONSOLIDATED EARNINGS 
For Fiical Yeor ended June 30, 1947 

(Similar Figures for Previous Fiscal Year Shown for Companson) 

Year ended Year ended 
June 30,1947 June 30,1946 

Net Sales: .. . .; : $29,219,669 $22,919,731 

Other Income Receipts (including divi¬ 
dends received from other than Wholly- 

owned subsidiaries):. 1,174,723 1,164,015 

Total: . 30,394,292 24,083,746 

Less: 

Other Income Deductions (excluding 
maintenance, depreciation, and amor¬ 
tization totalling $87,433 in 1947 and 

$58,331 in 1946):. 800,362 678,182 

Cost of Goods Sold (excluding mainte¬ 
nance, depreciation, and amortiza¬ 
tion totalling $2,788,738 in 1947 and 

$2,630,501 in 1946):. 17,356,424 14,710,201 

Selling, General, and Administrative 
Expenses (excluding maintenance, 
depreciation, and amortization to¬ 
tting $496,635 in 1947 and $410,562 

in 1946):. 4,566,072 3,695,338 

Maintenance of Buildings and Equip¬ 
ment:. .. 2,308,016 1,895,980 

Depreciation, Depletion, and Amortiza¬ 
tion of Capital Assets:. 1,064,790 1,203,414 


Total: . 

26,095,664 

22,183,115 

Net Earnings for Year before Income 

AND Excess Profits Taxes:. 

Less: Federal and State Income Taxes 
($893,029 payable for 1946 reduced by 
$452,733 tax credits):. 

4,298,628 

1,619,730 

1,900,631 

440,296 

Net Earnings for the Year: . 

2,678,898 

1,460,335 

Deduct: Accelerated Amortization of De¬ 
fense Facilities:. 

Sundry Write-ofiFs and Adjustments:... 

111,156 

1,815,674 

192,250 


111,156 

2,007,924 

Add: Refunds and Adjustments of Income 
and Excess Profits Taxes applicable 

to the above:. 

Transfer from Reserve for Contingencies 
and Unknown Taxes:. 

111,156 

1,668,325 

349,699 


111,156 

2,007,924 

Earnings Transferred to 
Surplus:. 

2,678,898 

1,460,336 
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The Pennsylvania Salt Manufacturing Company 

STATEMENT OF CONSOLIDATED EARNED SURPLUS 
For Fiscal Yeor Ended June 30/ 1947 

(Similar Figures for Previous Fiscal Year Shown for Comparison) 


Year ended Year ended 
June 30,1947 June 30,1946 


Earned Surplus at beginning of year:.... 

$10,085,569 $ 

9,610,939 

Net Earnings for year per Summary of 
Consolidated Earnings:. 

2,678,898 

1,460,335 

Total: . 

12,764,467 

11,071,274 

Deduct: 

Appropriation to Insurance Fund Re* 
serve;. 

B.S7S 

10,705 

Appropriation to Reserve for Employees* 
Retirement Benefits:. 

450,000 


Cash Dividends ($1.80 per share for 1947 
and $1.30 per share for 1946):. 

1,350,000 

975,000 

Total Deductions: . 

1,808,875 

985,705 


Earned Surplus at end of Year:. 10,955,692 10,085,569 
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Climax Molybdenum 

CXDNSOLIDATED BALANCE 
With comparative figures 


ASSETS 1947 1946 

Current Assets: 

Cash in Banks and on Hand __ $ 1,065,786.93 $ 9,242,214.35 

United States Government Obligations, at cost 

which is approximate market value. 14,929,000.00 8,982,000.00 

Accounts Receivable: 

Trade _ 905,096.07 851,252.77 

Other, including Interest Receivable _ 65,661.51 21,927.23 

Refunds of Excess Profits Taxes (estimated) _ 288,547.87 373,535.22 

Inventories, at cost (Note A): 

Finished Products—“Lastdn, First'out" . 4,121,306.84 4,109,016.85 

Supplies. 913,309.45 905,351.65 

Total Current Assets.- . $22,288,708.67 $24,485,298.05 

Fixed Assets: 

Mine Properties at Climax, Colo, at cost... $ 951,986.40 $ 951,841.29 

Less Accumulated Depletion. 437,836.29 426,646.93 


$ 514,150 .11 ^ J?5,1^.36 

Land at Detroit, Mich, and at Langeloth, Pa. at cost S 62,600.15 $ 62,577.55 

Buildings, Machinery and Equipment at cost. $ 8,465,086.06 $ 8,721,122.41 

Less Accumulated Depreciation . 5,548,755.21 5,356,342.93 

$ 2,916,330.85 $ 3,364 ,779.48 

Total Fixed Assets____ $ 3,493,081.11 $ 3,952,551.39 

Deferred Charges: 

Prepaid Insurance and Other Expenses... $ 118,456.92 $ 86,135.10 

Deposits with State Insurance Department, etc. 22,560.73 20,150.37 

Total Deferred Charges . $ 141,017.65 $ 106,285.47 

Total Assets, Exclusive of Discovered In' 

crement . $25,922,807.43 $28,544,134.91 

Discxjvered Increment (Note B): 

Discovered Increment at Appraised Value. $74,131,250.00 $74,131,250.00 

Less—Reserve for Depletion (Note C) . 32,968,200.77 31,653,450.88 

$41,163,049.23 $42,477,799.12 

Total Assets, Including Discovered Incrc' 
ment . $67,085,856.66 $71,021,934.03 

NOTES: 

(A) Prior to 1946, the method used for valuing inventories of Finished Products was on an 
“average” cost basis. 

(B) The Discovered Increment of the mine was appraised at $74,131,250.00 in accordance 
with a survey made as of January 1, 1935, and approved by stockholders. In fixing this 
valuation, the Board of Directors set forth “that the same is subject to revision when 
and as circumstances in the future may render advisable”. 
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Company and Subsidiaries 

SHEET DECEMBER 31, 1947 
at December 31, 1946 


UABIUTIES AND CAPITAL 

1947 

1946 

Current Lubilities: 



Accounts Payable...- . 

$ 294,355.87 

$ 149,162.84 

Accrued Liabilities; 



Payrolls, etc... 

40,005.45 

19,103.41 

Taxes, Other Than Federal Income Taxes- 

246,581.36 

272,667.82 

Estimated Federal Taxes Based on Income. 

590,000.00 

831,000.00 

Total Current Liabilities- 

$ 1,170,942.68 

$ 1,271,934.07 

Reserves: 



General Reserve (Note D) __— 

$ 802,558.78 

$ 880,876.12 

For Employees’ Welfare .. 

50,000.00 

50,000.00 

Total Reserves ..-. 

$ 852,558.78 

$ 930,876.12 

Capital Stock and Earned Surplus: 



Common Stock—No Par Value: 



Authorized—3,000,000 shares 



Issued and Outstanding—2,520,000 shares - 

$ J9,J 11.00 

$ 39,311.00 

Earned Surplus, per Accompanying Statement_ 

23,859,994.97 

26,302,013.72 

Total Capital Stock and Earned Surplus ... 

$23,899,305.97 

$26,341,324.72 

Total Liabilities and Capital, Exclusive of 



Discovered Increment Surplus .... 

$25,922,807.43 

$28,544,134.91 

Discovered Increment Surplus, per contra: 



Balance as Shown by Accompanying Statement. 

$41,163,049.23 

$42,477,799.12 

Total Liabilities and Capital, Including Dis' 



covered Increment Surplus . 

$67,085,856.66 

$71,021,934.03 


(C) Unlike depletion on cost of Mine Properties which has been charged currently to operations, 
depletion of Discovered Increment is excluded from operations and charged directly to 
Discovered Increment Surplus. 

(D) Changes in the General Reserve result from adjustments of excessive provisions for Federal 
Tax Refunds of prior years. 
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CLIMAX MOLYBDENUM COMPANY AND SUBSIDIARIES 
CONSOLIDATED INCOME ACCOUNT 
FOR THE YEAR ENDED DECEMBER 31, 1947 
With comparative figures for the year ended December 31, 1946 


1947 1946 

Sales --------- $9,267,978.21 $8,622,735.89 


Costs and Expenses: 

Cost of Goods Sold, Exclusive of Provisions for Depreciation 
and Depletion (Note A) ... 

$4,299,756.60 

$3,570,019.55 

Provision for Depreciation. . 

659,161.48 

659,765.55 

Provision for Depletion (Note B). 

11,189.36 

10,383.49 

Selling and Development Expenses . 

922,066.17 

716.297.63 

Administrative and General Expenses . 

378,757.26 

349,197.42 

Provision for Miscellaneous Taxes . 

44,836.72 

45,372.67 

Sundry Other Deductions .. 

78,697.12 

35,244.44 

Total Costs and Expenses... 

$6,394,464.71 

$5,386,280.75 


$2,873,513.50 

$3,236,453.14 

Other Income ... 

145,378.37 

142,525.02 


$3,018,891.87 

$3,378,978.16 

Provision for Federal Taxes Based on Income (Note C) __ 

586,681.54 

826,423.06 

Net Profit, Exclusive of Provision for Depletion of Discovered 

Increment (Note D) .-.-.. 

$2,432,210.53 

$2,552,555.10 


NOTES: 

(A) Cost of goods sold is based on valuation of inventories of 
Finished Products at cost under “Last'in, First'out" method. 

(B) Depletion of Discovered Increment has been charged directly 
to the Discovered Increment Surplus Account, in the amount 

of.-..-.... $ 1.314.749.89 

(C) Provision for federal taxes based on income for the year 1947, 
gives effect to a tax reduction of $73,700.00 resulting from an 
allowable deduction of 10^ of the premium paid for past 
services under the Retirement Annuity Plan. 

(D) Net Profit above shown is after deduction for additional com' 
pensation paid to officers and employees in accordance with 
the provisions of sub'division (k) of Article IX of the Cer' 

tificate of Incorporation, in the total of_ $ 108,090.00 
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aiMAX MOLYBDENUM COMPANY AND SUBSIDIARIES 
CONSOLIDATED EARNED SURPLUS ACCOUNT 
YEAR ENDED DECEMBER 31, 1947 
With comparative figures for the year ended December 31, 1946 



1947 

1946 

Balance—^January 1 . 

. $26,302,013.72 

$26,773,458.62 

Additions: 

Net Profit After Taxes.. 

. 2.432.210.33 

2,552,555.10 


$28,734,224.05 

$29,326,013.72 

Deductions: 

Dividends Paid .... 

. $ 3,024.000.00 

$ 3,024,000.00 

Premiums Paid for Past Services Under 

Retirement 


Annuity Plan .. 

. 1,850,229.08 

_ 

Total Deductions . 

. $ 4,874,229.08 

$ 3,024,000.00 

Earned Surplus—December 31 .. 

. $23,859,994.97 

$26,302,013.72 


DISCOVERED INCREMENT SURPLUS 

1947 

1946 

Balance, January 1 ... 

. $42,477,799.12 

$43,697,859.55 

Depletion Charged Off During the Year. 

1,314,749.89 

1,220,060.43 

Discovered Increment Surplus—December 31 . 

. $41,163,049.23 

$42,477,799.12 
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CATERPILLAR TRACTOR CO. (» California Corporation) 


Retwllt of Operations Calendar Year 1947 


Sales, 


$189,119,626 


Costs: 

Inventories brought forward from Inst year. % 44,054,199 

Materials, supplies, services purchased, etc. 110,535,883 

Waives, salaries, company contributions for group insurance, re¬ 
tirement plan, uncrnploymciit insurance and old age benefits. . 65,013,550 

Portion of cost of buildings, machinery and equipment allocated 
to operations (depreciation)... . 2,320,001 

Interest (net). 370,297 

Federal income tax. 5,728,443 

5ii22«,022,373 

Deduct: Inventories carried forward to next year. 48,859,659 

Costs allocated to year. .... 

Profit for year . 


179,162,714 

$ 9,956,912 


Add: Profit employed in the business at beginning of year. 40,580,345 

$ 50,537,257 

Deduct: Dividends of $3 per share paid in cash during year . 5,646,720 

Profit employed in the business at end of year. $ 44,890,537 


Tv the Hoard of Duators OF CAIKRIMLLAR trac'Ior co.: 


INDEPENDENT 


Wc have ex.iminr(l the statrnKiii of finjiHi.tl (iumiuhi of C.iii-rpill.ir Tr.trtor Co as of necemhi r 31, 1947, and ihi* related 
xiatrnirnt of operations for the year then rmhil Our rxaiiiitiatum was made in .uroid.inte wiih ^;enerally aireptcd auditing 
standards, and inriuded such lesis of the atruunting rri ordx and other sup[Kiriint; cvidi me and sut h other procedures ax wc 
considered necessary in the rire unisiaiiccs 

Dining the year physical inventories were taken of approximately seven per cent of the Company’s inventories, but all 
other inventories arc based on Ixiok records 'Ihe iiansac tions recorded in die iiueniory accounts since the date ol the last 
complete phvsical inventory in l')46 have been suh|uted to compichcnsivc test checks Wc have reviewed the Company’s 
procedures and, although our text checks of quantiiiex were cunhned to the physical inventories taken, we have, so far as 
practicable, satislied ourselves that the book inventories are reasonably slated at December 31, 1947, on the basis described 
hereunder. 


F.fleciive as of January 1, 1047, the Comp.iny ch.-inged its practice of stating inventoiies fiom the basis of cost or market, 
whichever lower, with cost determined by the “hrst-in, (iixi-oul” method, to the basis of approximate tost as at jatiuaiy 
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CATERPILLAR TRACTOR CO. (» California Corporation) 


Financial Pesilinn Decembar 31^ 1947 


Current assels: 

Stated on Imsis of rcali/ahle values' 

Cash . . $ 7,524,489 

Receivable from customers and others . 23,759,236 


$31,283,725 

Stated on basis of approximate cost at January I. 1947; 

Inventories. 48,859,659 


Dedtict: Current liabilities: 

Payable to material suppliers and others . $16,939,033 

Federal income tax . 10,435,393 


Net current assets (statement 5). 

J'axes, insurance, etc.—cost allocable to future operations. 

Buildings, machinery and equipment—cost allocable to futuic 
operations (statement 6) . 

Land—al cost. . . 

P.ilenls, trade-marks and other intangibles—at nominal amount 


Deduct • 

'Fen-year 2 % delientures due 1956. $20,000,000 

Notes p.iyablc to banks due 1950-1952. 7,000,000 


Net assets . 

Source of net assets (statement 7): 

C'apital stock—1,882,240 shares of common stock without nominal 

oi par value (authorized 2,500,000 shares) . 

Piolit emjdoyed in the business. . . 


AUDITORS' RI.PORT 


1, l')47, whirh substanlinIK li.is the cfTert of accounting for inventories and of determinint; profits on the (»enrrally ancpted 
“idsi-in, first-out" basis 'llus i hanqe, winch wc approve, eliminated ShSlV,I48 from the results of operations for 1947. The 
new basis has not Imtii adopted lor federal tiucimc tax purposes .uuj the i.ix of J2,ISA,807 applicalilr to the dilference in 
taxable profit is included with "taxes, insurance, ctr —cost alIcKable to future operations" 

In our opinion, the accomp.iiiyinf; fiiiaiu lal statements 1 and 2 present faiily the position of tlie Company at December 31, 
1047, and the results of the opeiations for the year ended on that date, in conlornuty with gf netally acieptcd accounting 
print iples applied on a basis consistent, extepi as explained m the foregoing paragraph, with that of the preceding year. 

We have made annii.il ex.iminaiuuis of the .Ktoiinfs of the Camipanv sime imor(>or,iiion and, in our opinion, the sup* 
plcineiiiaiy siairineiits ^ to 7 fairly present the historical financial data fur the years included thriein 


$80,143,384 

27,374,426 

$52,768,958 

2,285,476 

37,321,185 

2,659,694 

1 

$95,035,314 

27,000,000 

$68,035,314 


$23,144,777 

44,890,537 

$68,035,314 


Chicago, January 23, 1948 


Price, IValerhotne Cf Co. 
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INTERMEDIATE ACCOUNTING 


UNITED STATES STEEL CORPORATION 

Summary of1947 Financial Operations 


Additions to Working Capital 


Income ... $127,098,148 

Add — Non-cash costs in current year 

Wear and exhaustion of facilities. 114,045,483 

Other. 1,118,833 

Proceeds from sales and salvage of plant and equipment .... 4,084,565 

Miscellaneous additions 778,051 


Total Additions .. 247,125,080 


Deductions from Working Capital 

Expended for plant and equipment. 

Added to costs applicable to future periods 

Set aside for property additions and replacements 

Deposit with trustee to cover bonds maturing in 1951 

Reduction in total long-term debt. 

Dividends declared on preferred and common stocks 

Total Deductions . 


$206,561,876 

25,109,687 

15,000,000 

5,404,000 

4,568,607 

70,911,750 


327,555,920 


REDUCTION IN WORKING CAPITAL 


$ 80,430,840 


WoRxmc Capital Per CoNsoLroATEo Statement of Financial Position 

$548,648,098 
629,078,938 


December 31, 1947 . 
December 31, 1946 . 


$ 80,430,840 


REDUCTION 
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UNITED STATES STEEL CORPORATION 

Consolidated Statement of Income 


1947 

PRODUCTS AND SERVICES SOLD.$2,122,786,243 


COSTS 

Employment Costs 

Wages and salaries . 872,496,549 

Social Security taxes 20,663,936 

Payments for pensions (details on p, 18) . 10,402,279 

903,562,764 

Products and Services Bought . 841,915,356 

Weak and Exhaustion of Facilities 

Based on original cost . 87,745,483 

Added to cover replacement cost. 26,300,000 

114,045,483 


War Costs Included Herein Provided For in Prior Years, less 


associated Federal income tax adjustments 

Strike costs. — 

Other war costs . ... . 2J540filB 

Interest and Other Costs on Long-Term Dest . 2,507,729 

State, Local and Miscellaneous Taxes . 45,197,381 

Estimated Federal Taxes on Income .. 91,000,000 

Total . 1,995,688,095 

Income . 127,098,148 

DIVIDENDS DECLARED 

On cumulative preferred slock ($7 per share) . 25,219,677 

'bn common stock ($5.25 per share 1947, $4 per share 1946) .... 45,692,073 


INCOME REINVESTED IN BUSINESS.$ 56,186,3f8 


1946 

$1,496,064,326 


679.353,429 

15,986,855 

9,120,897 

704,461,181 

589,606,301 

68.739,174 


68.739.174 

27/S26^1 

1^86^63 

4.777,135 

37,070,774 

32.000,000 

1.407.441,851 


88,622,475 

25,219,677 

34,813,008 


$ 28.589,790 
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INTERMEDIATE ACCOUNTING 


UNITED STATES STEEL CORPORATION 

Consolidated Statement of Financml Position 


CuRBENT Assets 

Dec. 31,1947 

Dee. 31,1946 

Cash . 

$ 223,960,071 

$ 222,048,651 

United States Government securities, at lower of cost or market . . . 

303,011,034 

311,319,425 

Receivables, less estimated bad debts . . .... 

148,785,736 

137,875,666 

Inventories (details on p. 35} . 

289,236,644 

283,395,546 

Total . 

964,993,485 

954,639,288 

Less 



CuniiENT Liabilities 



Accounts payable.. 

212,205,853 

185,730,493 

Accrued taxes . 

181,231,868 

118,497,240 

Dividends payable . 

17,183,985 

15,008,171 

Long-term debt due within one year . 

5,723,681 

6,324,446 

Total . 

416,345,387 

325.560,350 

Working Capital . 

548,648,098 

629,078,938 

Miscellaneous Investments, less estimated losses . 

United States Government SECuniTiE.s Set Aside, at cost 

21,534,322 

24,515,701 

For property additions and replacements . 

155,000,000 

140.000,000 

For e.Npcnditures arising out of war . 

26,000,000 

28,000,000 

Plant and Lquipment, less depreciation (details on p. 35) . 

940,486,342 

826,873,347 

Operating Parts and Supplies . 

39,604,436 

23,350,419 

Costs Applicable to Future Periods . 

14,994,321 

6,138,651 

Intangibles . 

1 

1 

Total Assets Less Current Liabilities . . . .'. 

1,746,267,520 

1,677,957,057 

Deduct 



Long-Term Debt (details on p. 36) .. . 

77,229,313 

81,197,155 

Reserves (details on p. 35) 

Fur estimated additional costs arising out of war .... 

25,420,807 

27,961,425 

For replacement of properties .... 

26,300,000 

- 

For insurance, contingencies and miscellaneous expenses . 

106,557,221 

114.224,696 

Excess of Assets Over Liabilities and Reserves . . 

$1,510,760,179 

$1,454,573,781 

Ownership Evidenced By 



Preferred stock, 7% cumulative, par value $100 ( 3,602,811 shares) 

$ 360,281,100 

$ 360,281,100 

Common stock (8,703,252 shares) . 

1,150,479,079 

1,094,292.681 

Stated capital, $75 per share .... $652,743,900 

Capital in excess of stated amount, less cost of 

treasury stock 38,351,643 

Income reinvested in business (see p. 31 for 

addition of $56,136,398 in 1947) . . .. 459,383,536 



Total . 

$1,510,760,179 

$1,454,573,781 
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UNITED STATES STEEL CORPORATION 

Notes to Accounts 


Inventories, Beginning in 1941 and 1942, the last-in, 
first-out method of determining costs was applied to 
major classifications of inventories of steel producing sub¬ 
sidiaries. This method was extended to certain other 
subsidiaries and to other inventory items as at January 1, 
1947. As a result of this extension of such principle, 
inventories as at December SI, 1947, affected thereby 
are approximately $10 million less, and income for the 
year 1947 is $6 million less, than they would have been 
under the average cost method previously followed with 
respect to these particular inventories. 

Federal Taxes on Income. Audit of Federal income 
and excess profits tax returns for 1941 and subsequent 
years has not been completed by the Bureau of Internal 
Hevenue, and certain relatively small items for the years 
1935 through 1940 have not been finally agreed upon 
with the taxing authorities. It is believed that reasonable 
provision has been made for any additional taxes which 
may be levied. 

Securities Set Aside for Property Additions and Re¬ 
placements. In 1947, $15 million of United States Gov¬ 
ernment securities was segregated from current assets 
and was added to the balance of $140 million previously 
set aside for property additions and replacements. On 
December 31, 1947, additional expenditures planned for 
property additions and replacements amounted to ap¬ 
proximately $350 million. 

Plant and Equipment Valuation. The gross values at 
which plant and equipment are carried in the consoli¬ 
dated accounts have been determined from and based 
upon the findings of the United States Bureau of Cor¬ 
porations, and accepted by the Bureau of Internal Reve¬ 
nue of the Treasury Department, as at the initial date 
of organization of the Corporation in 1901, plus actual 
cost of additions since, and less credits for the cost of 
properties sold, retired or disposed of otherwise. The 
depreciated amount shown in the consolidated statement 
of financial position for plant and equipment represents 
that portion of the gross values which is a cost applicable 
to operations of future periods, and does not purport to 
be either a realizable or replacement value. 


Reserve for Estimated Additional Costs Arising Out of 
War. Of the reserve for estimated additional costs arising 
out of war, provided during the war years, $2,540,618 
was used in 1947 to cover the higher costs of replacing 
inventories depleted during the war. This charge and 
offsetting credit are included in the consolidated state¬ 
ment of income. 

Insurance Reserve. Tlie subsidiary companies are, for 
the most part, self-insurers of their assets against fire, 
windstorm, marine and related losses. The balance of the 
insurance reser\'e is held available for absorbing possible 
losses of this character, and is considered adequate for 
this purpose. 

Wages and Salaries. Wages and salaries for 1947 
totaled $890,112,230. Of this amount, $872,496,549 was 
included in costs of products and services sold and the 
balance was charged to construction and other accounts. 

Products and Services Bought. Included in products 
and services bought are the changes during the year in 
inventories and deferred costs. Such changes are not con¬ 
sidered to be significant in relation to sales or total costs. 

Wear and Exhaustion of Facilities. Wear and exhaus¬ 
tion of facilities of $114,045,483 includes $87,745,483 
based on original cost of such facilities and $26,300,000 
added to cover replacement cost. The added amount is 
30 per cent of provisions based on original cost, and is a 
step tpward stating wear and exhaustion in an amount 
which will recover in current dollars of diminished buy¬ 
ing power the same purchasing power as the original ex¬ 
penditure. Because it is necessary to recover the pur¬ 
chasing power of sums originally invested in tools so that 
they may be replaced as they wear out, this added 
amount is carried as a reserve for replacement of proper¬ 
ties. The 30 per cent auras determined partly through 
experienced cost increases and partly through study of 
construction cost index numbers. Although it is ma¬ 
terially less than the e.xperienced cost increase in replac¬ 
ing worn out facilities, it was deemed appropriate in 
view of the newness of the application of this principle 
to the costing of wear and exhaustion. 
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INTERMEDIATE ACCOUNTING 


GENERAL MOTORS CORPORATION 
Summary of consolidated income 

For the yeori onded Docombsr 31, 1947 and 1946 


VIAR 1947 

NET SALES. $3,815,159,163 

General Motors Corporation's equity in earnings or loi\,ns (net) of subsidiary compa¬ 
nies not consolidated (dividends and interest received amounted to $7,401,813 
In 1947 and $3,879,945 in 1946). 10,956,504 

Other income (including dividends received of $5,610,948 in 1947 and $8,580,147 

in 1946) less sundry income deductions {net deduction in 1947). 14,508,732 

TOTAL. $3,811,606,935 

LESSt ' 

Cost of sales and other operating charges, exclusive of items listed below. $2,987,089,850 

Selling, general, and administrative expense. 159,325,424 

Interest and amortization of discount on 21/2% promissory notes. 3,134,125 


Costs of postwar reconversion in 1946 offset by restoration to income of reserve for 


postwar contingencies and rehabilitation, to the extent ovoiloble; see special 
income credit... 

Provision for; 

Depreciation of real estate, plants, and equipment (including $11,781,664 in 

1947 for extraordinary obsolescence of buildings). 84,139,360 

Employes bonus. 29,112,475 

United States ond foreign income and excess profits taxes {net credit in 1946) . 260,814,328 

TOTAL. $3,523,615,562 


BALANCE BEFORE SPECIAL INCOME CREDIT. $ 287,991,373 

Special income credit—Reserve for postwar contingencies and rehabilitation restored 
to income in 1946 to offset costs of postwar reconversion.... 

NET INCOME FOR THE YEAR. $ 287,991,373 

Dividends on preferred capital stocks. 12,928,310 

AMOUNT EARNED ON COMMON CAPITAL STOCK. $ 275,063,063 

Average number of shares of common capital stock outstanding during the year... 44,058,790 

AMOUNT EARNED PER SHARE OF COAAMON CAPITAL STOCK. $6.24 


YEAR 1946 

$1,962,502,289 

1116,84? 

3,348,128 

$1,964,733,575 

$1,750,626,267 

117,343,868 

1,305,885 

37,539,581 

44,922,461 

44.226.228 

$1, 907,511,834 

$ 57,221741 

30,304,570 

$ 87,526,311 
9,782,407 
$ .77,743,904 
44,077,818 
$176 
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general motors corporation 

Summary of consolidatod surplus 

For tho ysori ondtd Docombor 31.1947 and 1946 


Earned surplus 


year 1947 


EARNED SURPLUS (net income retained for use in the business) at beginning of the year. $668,222,149 


NET INCOME for the year per summary of consolidated income. 287,991,373 

TOTAL. $956,213,522 


LESS: 

Cash dividends: 

Preferred capital stock—$5.00 series..... $ 9,178,220 

Preferred capital stock—$3.75 series. 3,750,090 

Total preferred dividends... $ 12,928,310 

Common capital stock: 

Mar. 10 ($0.75 per share). $ 33,071,548 

June 10 ($0.75 per share in 1947). 33,051,055 

Sept. 10 ($0.75 per share in 1947). 33,031,255 

Dec. 10 ($0.75 per share in 1947). 33,013,629 

Total common dividends... $132,167,487 

Total cash dividends... $145,095,797 

Surplus transferred to capital in establishing a value of $100 per share (the stated value) 

for the preferred capital stock—$3.75 series.. — 

TOTAL DEDUCTIONS FROM EARNED SURPLUS. $145,095,797 

EARNED SURPLUS (net income retained for use in the business) at end of the year. $811,117,725 


Copitol surplus — 

CAPITAL SURPLUS at beginning and end of the year. $ 34,850,276 


YEAR 1944 

$691,636,919 

87,526,311 

$779,163,230 


$ 9,178,220 
604,187 
$ 9,782,407 


$ 33,015,580 
22,047,697 
22,047,698 
22,047,699 
$ 99,158,674 
$108,941,081 

.2,000,000 

$110,941,081 

$668,222,149 


YUR 1944 

$ 34,850,276 
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INTERMEDIATE ACCOUNTING 


GENERAL MOTORS 

Condensed consolid 

December 3 1 


Assets 

CURRENT ASSETS: 

Cosh. 

United States Government securities—short term—at cost (purchased in anticipation 
of tax payments in 1948). 

Accounts receivable, notes receivable, etc. (less reserve for doubtful receivables: 
1947-$1,192,387; 1946-$832,915). 

Inventories.. 

TOTAL CURRENT ASSETS. 

INVESTMENTS AND MISCELLANEOUS ASSETS: 

Investments in subsidiary companies not consolidated. 

Other investments. 

Miscellaneous assets: 

In 1946, net claim against United States Government arising from carry-back of 
unused excess profits credit (collected in 1947).. 

Other. 

TOTAL INVESTMENTS AND MISCELLANEOUS ASSETS. 

COMMON CAPITAL STOCK IN TREASURY: 

Held for bonus purposes (1947—106,677 shares; 1946—7,960 shares). 

REAL ESTATE, PLANTS, AND EQUIPMENT. 

Less reserve for depreciation.. 

NET REAL ESTATE. PLANTS, AND EQUIPMENT. 

PREPAID EXPENSES AND DEFERRED CHARGES. 

GOODWILL. PATENTS. ETC. 

Totol Of lets. 


Die. 31, 1947 

Die. 31. 1944 

S 269,867,011 

$ 335,214,298 

250,014,914 

- 

277,741,023 

692,889,191 

$1,490,512,139 

211,727,380 

549,352,274 

$1,096,293,952 

S 129,458,916 

39,452,660 

$ 127,214,896 

39,474.684 

11,334,191 

$ 180,245,767 

30,239,486 

5,201,189 

$ 202,130,255 

$ 6,332,958 

$ 556,429 

$1,536,510,763 

813,514,761 

$ 722,996,002 

$1,344,815,809 

736,786,943 

$ 608,028,866 

$ 9,668,042 

$ 12,468,302 

S 63,214,330 

$ 63.214,330 

$2,472,969,238 

$1,982,692,13^1 
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CORPORATION 

oted balance sheet 

1947 end 1946 


Liabilities, reserves, ond copitol 3,^ ,34, 


CURRENT LIABILITIES: 

Accounts payable. $ 204,656,416 

Taxes, payrolls, warranties, and sundry accrued items. 167,627,617 

United States and foreign income and excess profits taxes. 249,622,921 

Dividends payable on preferred capital stocks. 3,232,078 

TOTAL CURRENT LIABILIHES. $ 625,139,034 

2 / 2 % PROMISSORY NOTES: 

Series A, maturing August 1, 1966... $ 29,000,000 

Series B, maturing August 1, 1976 ($1,920,000 to be prepoid annually on each 

August 1 from 1952 to 1975). 96,000,000 

TOTAL 2y2% PROMISSORY NOTES. S 125,000,000 

OTHER LIABILITIES-TAXES, WARRANTIES, AND MISCELLANEOUS. $ 62,103,144 

PROVISION FOR EMPLOYES BONUS (INCIUDING UNawarded balances). $ 22,642,527 

RESERVES: 

Employes benefit plans. $ 10,855,962 

Deferred income. 1,752,094 

Contingencies and miscellaneous: 

Allocable to foreign operations. 48,191,833 

General. .. 4,735,429 

TOTAL RESERVES. $ 65,535,318 

MINORITY INTEREST—PREFERENCE stock of subsidiary company. $ 1,973,414 

CAPITAL STOCK AND SURPLUS: 

Capital stock; 

Preferred, without par value (authorized, 6,000,000 shares): 


$5.00 series, stated value $100 per share (issued, 1,875,366 shares; less in 


treasury, 39,722 shares; outstanding, 1,835,644 shares)... $ 183,564,400 

$3.75 series, stated value $100 per share (issued and outstanding, 1,000,000 

shares). 100,000,000 

Common, $10 par value (authorized, 75,000,000 shares; issued, 44,104,340 

shares). ^441^,043,400 

TOTAL CAPITAL STOCK . $ 724,607,800 

Capital surplus. 34,850,276 

Earned surplus (net income retained for use in the business). 811,117,725 

TOTAL CAPITAL STOCK AND SURPLUS. $1,570,575,801 

Total liabilities, reserves, and capital . $2,472,969,238 


esc. 11, less. 

$ 189,676,694 
125,862,536 
8,791,559 
3,232,075 
$ 327,563,064 


$ 29,000,000 

96,000,000 
$ 125,000,000 

$ 54,323,374 

$ 119,535 

$ 6,828,712 

1,404,925 

33,108,379 

_ 4,690,506 

$ 46,032,522 

$ 1,973,414 


$ 183,564,400 

100,000,000 

441,043,400 
$ 724,607,800 
34,850,276 
668,222,149 
$1,42 7,680,225 
$1,982,692,134 
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INTERMEDIATE ACCOUNTING 


OINIIAl MOfOkt COiretATION md conoMoM lubtidlorlH 


NqIos to financial statements 


PRINCIPLE OF consolidation: 

It is the practice of the Corporation to include in the con* 
solidated statements (with minor exceptions) all subsidiary 
companies which are wholly owned, or practically so. and 
which are engaged in the manufacture or wholesale market¬ 
ing of its United States and Canadian products. Subsidiary 
companies which are not included in the Corporation's 
consolidated statements are listed on Schedule i. page 43 . 
which also shows the basis on which such investments are 
carried. 

Earned surplus includes 539 , 516,154 at December 31 , 1947 
and 534 , 370.248 at December 31 , 1946 for net earned sur¬ 
plus of subsidiaries not consolidated, it being the practice 
to adjust the investments in certain non consolidaied sub¬ 
sidiaries to reflect current income, losses and dividends. 

FOREIGN OPERATIONS: 

For information regarding the Corporation's foreign in¬ 
vestments, sec page 35 . 

Consolidated net income for 1947 excludes profits of 
525 , 670,220 realized abroad during the year which were 
not remitted to the United States from certain foreign 
countries where exchange restrictions exist. However, net 
income of 59 , 571,965 previously deferred was included in 
the Corporation's consolidated net income in 1947 in view 
of remittances to the United States. On a cumulative basis, 
from December 31 , 1933 when the practice of excluding 
such profits was initiated to December 31 , 1947 , net profits 
realized abroad but not reflected in net income because 
of exchange restrictions amounted to 544 , 069 , 562 , based on 
rates of exchange current in each year. The foregoing 
amounts do not include unremitted profits of subsidiaries 
in former enemy and enemy-controlled countries, the invest¬ 
ments in which were written off as war losses in 1942 . Even 
though certain of these investments have been recovered, 
no reinstatement has been made in the accounts for the 
reason that the position with respect to their valuation is 
not sufficiently clear. 

OTHER INCOME LESS SUNDRY INCOME DEDUCTIONS: 

Sundry income deductions which have been netted against 
other income amounted to $ 25 , 351,193 in 1947 and 
513 , 527,859 in 1946 , and consisted principally of deferment 
of profits of certain consolidated foreign operations, and 
provisions for foreign dividend taxes and miscellaneous 
interest charges. 

DEPRECIATION OF REAL ESTATE, PLANTS, AND 
EQUIPMENT^ 

For information regarding the provisions for depreciation 
of machinery and equipment and for extraordinary obso¬ 
lescence of buildings, see page 32 . 


UNITED STATES INCOME AND EXCESS PROFfTS TAXES: 
The 1946 credit of 544 , 226,228 for United States and for¬ 
eign income and excess profits taxes represents a net re¬ 
duction of 559 . 990 - 899 , equivalent to 5 i-S 6 per share of 
common stock, in United Slates income and excess profits 
taxes for the year 1944 arising from the carry-back to that 
year of tlie unused excess profits credit for the year 1946 , 
less a tax provision of 515 . 764 , 671 , principally for foreign 
operations and prior year items. 

ACCOUNTS RECEIVABLE, NOTES RECEIVABLE, ETC.: 
Accounts receivable and notes receivable include; 
589 , 047,151 at December 31 , 1947 and 575 . 982,433 at De¬ 
cember 31,1946 of receivables from General Motors Accept¬ 
ance Corporation representing principally in-transit items 
in connection with current financing of sales of the Cor¬ 
poration's products; 517 . 596.926 at December 31 , 1947 and 
58 , 940,283 at December 31,1946 of current receivables from' 
other subsidiary companies not consolidated; and $ 184,571 
at December 31 , 1947 and $ 116,429 at December 31 , 1946 
of receivables from officers and employes (including $ 1,478 
at December 31 , 1947 and $ 8,254 at December 31 , 1946 of 
receivables from officers). 

INVENTORIES: 

Inventories are stated at cost or less, not in excess of market, 
tost being determined on the basis generally of first-in, first- 
out. 

EMPLOYES bonus: 

For the year 1947 there was credited to the reserve for 
employes bonus an amount of $ 29 , 112,475 which, together 
with the $ 119,535 unawarded balance in the reserve, re¬ 
sulted in a total of $ 29 , 232,010 available for distribution. 
The Bonus and Salary Committee has determined awards 
for 1947 under the Plan totaling $ 27 , 624 , 205 , of which 
$ 6 , 589 , 483 , payable in cash within one year, has been in¬ 
cluded in "Taxes, payrolls, warranties, and sundry accrued 
items" at December 31 , 1947 . I'he balance of the awards 
for 1947 amounting to $ 21 , 034 , 722 , together with the uii- 
awarded balance in the reserve for bonus of $ 1 , 607 , 81 ) 5 , 
has been classified as "Provision for employes bonus (in¬ 
cluding unavvarded balances)" at the end of 1947 . 

In addition to the amount provided .under the Corpora¬ 
tion’s Bonus Plan in 1947 , certain foreign subsidiaries hav¬ 
ing separate bonus plans provided a total equivaleni to 
$ 242,800 for bonus in 1947 , which amount was charged to 
income by these subsidiaries. 

CONTINGENT LIABILITIES: 

Ihere are various claims against the Corporation and 
its consolidated subsidiaries in respect to sundry taxes, 
suits, patent infringements and other matters incident to 
the ordinary course of business, together with other con 
tingencies. There is no way of determining the eventual 
liability for these claims and contingencies but, in the 
opinion of management and counsel, amounts included in 
other liabilities and reserves on the books of the Corpora¬ 
tion and its consolidated subsidiaries are adequate to cover 
all settlements that may be made. 
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Lockheed Aircraft Corporation 

Itc Wholly Owood Sobtidlarles 


Statement of Consolidated Income and Earned Surplus 

FOR THE SIX MONTHS ENDED JUNE 30. 1948 


SALES (including coots and fees on cost>plus-fixed*fee contracts).—. $69,981,030 

COSTS AND EXPENSES 

Wages, salaries, materials and other costs. 157,637379 

Interest paid.... 338,659 37,996,338 

$ 7,984,312 


OTHER INCOME 

Dividends received. . $ 220.903 

Interest, discounts, royalties, etc. 217380 438.483 

$ 8.422.993 

PROVISION FOR PROFIT LIMITATION ON 

GOVERNMENT CONTRACTS (Note 4).. 2,000.000 

I 6,422,995 

PROVISION FOR FEDERAL TAXES ON INCOME (Note 5).. 1,112344 


NET INCOME FOR THE SIX MONTHS ENDED JUNE 30. 1948, 

TRANSFERRED TO EARNED SURPLUS $ 3.310,131 

EARNED SURPLUS, DECEMBER 31. 1947 26303387 

132,113.538 

DIVIDEND (Paid in cash July 2,1948 ) 337.944 


EARNED SURPLUS. JUNE 30, 1948 $31,373.394 


Depreciation of fixed assets charged to costs and expenses aggregated $370343. 


See accompanying notes on Cbnsolidaied Balance Sheet. 
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INTERMEDIATE ACCOUNTING 


Lockheed Aircraft Corporation 

Consolidated 


Assets 


CURKENT ASSETS 

Cash . 111^18.370 

Accounts receivable 
United States Government 

Amounts not reimbursed and accrued fee unpaid under cost-plus-fixed- 
fee contracts (less reserve for possible disallowances, $1,014.501).... $ 900,546 

Other contracts. 7,363,479 

Other trade and sundry accounts (less reserve, 132,585). 2,398,715 10,662,740 

Claims for tax refunds and renegotiation rebates. 523,193 

Inventories—materials and work in process (Note 1). 145,511,449 

Less: Partial payments. 17,755,697 27,755,752 

Prepaid expenses. 693,925 

Total current assets. 151,553,980 

INVESTMENT 

Subsidiary—Pacific Finance Corporation of California (Note 2). 5,039,389 

FIXED ASSETS (at cost) 

Property, plant and equipment.. $32,564,069 

Less: Reserves for depreciation and amortization. 19,616,477 12,947,592 


DEFERRED CHARGES 

Leasehold improvements, deposio, etc.. $ 1,138,151 

Development expense. 122,948 1,261,099 

$70,802,060 


NOTE 1—Inventories of materials are baaed on perpetual inventory records which were adjusted to reflect the results of 
inventory counts taken systematically durins the six months ended June 80. 1948, and are priced at average cost, which in 
Um aggregate Is substantially at or below market value. Inventories of work in process, in addition to material, labor and 
overhead, include tooling and engineering costs applicable to models in process of production. It is the policy of the Company 
that as deliveries under fixed-price contracts are made, the inventory of work in process is credited with the estimated 
average cost of each airplane or part. Including a pro rata share of the tooling, development and other deferred expenses, 
based on the total number of airplanes to be produced under a specific production contract or program. 

NOTE 2—At June 80. 1048, Lockheed Aircraft Coiporation owned 294,587 shares of the common stock of Pacific Finance 
Corporation of California, which represent 88.69% ^ the voting control carried on its books at a cost of 86.089,889. The 
percentage of voting control decreased during the six months ended June 80, 1948. owing to the issuance and sale of addi¬ 
tional common stock by Pacific Finance Corporation of California. The Cmnpany’s equity in the net assets of Pacific 
Finance Corporation of California, at June 80, 1948, amounted to 86.088.809, which is 81.044.120 in excess of the amount at 
which the investment is earriad on the books. The earnings of Pacific Finance Corporation of California for the six months 
ended June SO. 1048, amounted to 8941,488. Subsequent to June 80, 1948, Lockheed Aircraft Corporation acquired an addi¬ 
tional 16,000 shares of common stock.. 


NOTE 8—Notes payable to banks Include $8,500,000 under a credit agreement dated as of June 10, 1946, and the installment 
of $2,000,000 doe January 16, 1949, on the long term deM. Subs^uent to June 80, 1948, the CmniAny has paid 85,886,869 
on these obligations, of whi^ 12,000,000 was an advance payment of the insUllment due January 16, 1949. 


Serial notes payable to hanks, amounting to $6,000,000, are Issued under a loan agreement dated as of June 16. 1948. 
The notes mature in aggregate aanmots of $2,000,000 on January 16, 1960 and 1961, and July 16. 1961. 
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and Its Wholly Owned Snbsidiaries 

Balance Sheet june so, i94s 


Liabilities/ Capital Stock and Surplus 


CURRENT UABILITIES 

Notei puyablfr—bunks (Note 3)... . I 3,500,000 

Accounts pnytble^trade. 3»537,317 

Salaries and wages. 1^178.123 

Provision for profit limitation on Government contracts (Note 4).. 2,000,000 

Estimated Federal taxes on income (Note 5).. 3,425368 

Taxes (other than income). 783,525 

Advances and deposits received on fixed*price contracts. 738,440 

Dividend payable July 2,1948. 537,944 

Other liabilities. 1,516,335 

Total current liabilities. 120317,552 

LONG TERM DEBT 

Serial notes payable^banks—3% interest—due 1950-1951 (Note 3). 6300,000 

DEFERRED INCOME—Received in partial {Myments on Government 

Axed-price contracts (Note 6). 1302359 

CAPITAL STCKK AND SURPLUS 
Capital stock 

Authorized 1,500,000 shares, par value 11.00 per share (72,250 shares 
reserved for exercise of employees' stock options at $22.00 per share) 


Issued and outstanding 1,075389 shares. $ 1,075389 

Surplus 

Capital surplus (no change during period).$10,630,466 

Earned surplus, per accompanying statement (Note 7). 31,575,594 42,206,060 43,281,949 

$ 703023 ^ 


NOTE 4—The Companjr la tngnired In the iiroductlon of airplanes under contracts with the United States Government, which 
are subject to certain profit limitntions. the effect of which cannot he determined until the year of completion of the con- 
tracti. As the contracts involved will not be completed until 1949, it is impossible to determine the ultimate amount by which 
income may be reduced on this account, but an amount of 12.900,000 has been provided in the accounts and has been eharged 
aaainst income of the six months ended June SO, 1948. 

NOTE f—Federal ineeme tax returns of the Company for the years 1940 to 1947 Inclusive have not been settled. The examina¬ 
tion by the Bureau of Internal Revenue of the returns for the years 1940 to 1945 iwelusive is nearing eonpletion. and giving 
consideration in the years 1946 and 1947 to the effect of proposed adjustments of returns of prior years, it is considered that 
the amount of |2.S18,024 previously provided in the accounts is adequate to meet any deficiencies that may be asserted sgainst 
the Company and its subsidiaries In connection with the returns for the years 1940 to 1947 inclusive. In the computathm of 
the estimated Federal taxes on income for the six months ended June 80, 1948, in the amount of 11,112,844, the Company 
has utilised In full the benefit derived from the carry-forward of operating losaes from prior years. 

NOTE I—Partial payments received by the Company on Government fixed-price contracts Include, at June 10, 1948. an 
amount of 11,802,659. which will be taken Into income of future periods, based on aiiplane deliveries. This arises principally 
M a result of the inclusion of general and administrative expensM in the basis on which partial paynwnts arc computed, 
whereas such expenses are charged off by the Company as incurred. 

NOTE T—At June SO. 1948, the Company was contingently liable as endorser or guarantor of customers* notes in the amount 
of approximately 118,280,000. 
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INTERMEDIATE ACCOUNTING 


THE ATCHISON, TOPEICA AND SANTA FE RAILWAY 
COMPANY—SYSTEM 

Comprising The Atchison, Topeka and Santa Fe Railway Company; Gulf, Colorado asd 
Santa Fe Railway Company; and Panhandle and Santa Fe Railway Company 

INCOME ACCOUNT 

Years ended December 31,1947 and 1946 


Railway operating revenues: 

Freight.$370,486,624 12 

Passenger. 50,236,083 62 

MaU. 13,856,775 43 

Express. 10,610,306 12 

Miscellaneous. 17,509,547 77 

$462,699,237 06 

Railway operating expenses: 

Maintenance of wasr and structures.$ 67,490,237 28 

Maintenance of equipment. 84,788,534 87 

Traffic. 9,875,421 98 

Transportation—^Rail line. 157,776,031 40 

Miscellaneous operations. 10,122,304 98 

General expenses. 9,166,075 86 

$339,217,606 37 

Net revenue from railway operations. $123,481,630 69 

Railway tax accruals . 68,082,676 16 

Railway operating income. $ 55,398,954 53 

Hire of freight cars—Credit balance.$. 

Rent from other equipment. 409,633 52 

Joint facility rent income. 1,392,735 74 

$ 1,802,269 26 


$301,191,668 64 
75,215,923 24 
10,526,532 97 
11.905,070 41 
12,765,043 88 
$411,604,239 04 


$ 61,783,945 62 
79,838,374 11 
8,980,759 41 
149,404,846 70 
5,164,124 96 
8,753,685 15 
$313,925,735 95 
$ 97,678,503 09 
52,699,892 08 
$ 44,978,611 01 
$ 1,834,762 69 
1,061,998 01 
1,272,790 89 
$ 4,169,551 59 


Hire of freight cars—Debit balance.$ 230,458 95 

Rent for other equipment. 433,889 47 

Joint facility rents. 2,234,453 81 

$ 2,898,802 23 

Net equipment and joint 
facility rents. .9 1,096,632 97 $ 575,470 57 


1,514,375 92 
2,079,705 10 
3,594,081 02 


Net railway operating income.$ 54,302,421 56 $ 45,554,081 58 


Other income: 

Revenues from miscellaneous operations. $ 77,925 85 

Income from lease of road and equipment 298,321 20 

Tk _n__A ' _ rt/*r> 


Miscellaneous rent income. 368,651 41 

Miscellaneous nonoperating physical 

property. 159,738 39 

Dividend income. 47,483 40 

Income from funded securities. 265,374 74 

Income from unfunded securities and 

accounts. 1,419,518 62 

Release of premiums on funded debt.... 15,533 23 

Miscellaneous income. 108,146 66 

$ 2,760,693 50 

Total income carried fo rward. $ 57,063,115 06 


$ 74,853 23 

78,128 82 
407,636 62 

32,035 25 
37,986 94 
347,223 20 

1,854,573 17 
20,665 67 
76,138 49 
$ 2,929,241 39 
$ 48,483,322 97 
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INCOME ACCOUNT 
(Concludad) 



Balance brought forward from December 31, 1946. $437,343,871 00 

Credit balance from income, as above. 47,743,744 42 

Miscellaneous debits and credits—net credit. 413,251 91 

$485,500,867 33 

Dividend appropeiations op surplus .. 20,771,000 00 

Div. 


No. _ Paid _ Amount 

Preferred Stock: 

97 August 1, 1947.$3,104,320 00 

98 February 2, 1948 . 3,104,320 00 

Common Stock: 

137 June 2, 1947 . 3,640,590 00 

138 September 2, 1947 . 3,640,590 00 

139 December 1, 1947 . 3,640,590 00 

140 March 1, 1948 . 3,640,590 00 

$20,771,000 00 


Balance carried to general balance sheet 


$464,729,867 33 





























intermediate accounting 

THE ATCHISON, TOPEKA AND SANTA 
CompriBing The Atohison, Topeka and Santa Fe Kailway Company; Gulf| Colorado 

COMPARATIVE GENERAL BALANCE 


Road and sQxnPMENT: 

Road. 

Equipment.. 

Total.. 


Accrued depreciation—Road. 

Accrued depreciation—^Eouipment. 

Accrued amortization of aefense projects— 

Road. 

Accrued amortization of defense projects— 

Equipment. 

Investment in transportation propert}^ less' 
recorded depreciation and amortization.. 

Investments in terminal and collateral 

COMPANIES.. 

Miscellaneous physical property. 

Accrued depreciation. 

Investment in miscellaneous physical prop¬ 
erty less recorded depreciation. 


Balances 


Dec. 31, 1947 Dec. 31,1946 


$ 883,919,701 90 
435,052,275 07 


$1,344,739,853 68 $1,318,971,976 97 


S 81,798,322 34 S 26,663,513 09 

260,915,467 31 242,290,122 45 

16,789,897 46 15,640,118 76 

_ 87,732,691 68 87,846,018 22 


$ 958,503,474 89 $ 946,532,204 45 


$ 36,346,455 25 $ 33,030,316 52 

24,934,416 78 24,881,960 28 

4499,612 65 8,984,882 86 


$ 20,734,804 13[ $ 20,897,077 92 


Capital and other reserve funds. $ 

United States Government bonds. 

Other investments. 

Current assets: 

Cash. 

United States Treasury notes. 

United States Treasurer notes—Increment,.. 

Other temporary cash investments. 

Special deposits. 

Loans and bills receivable. 

Traffic and car service balances—^Dr. 

Agents and conductors. 

Miscellaneous accounts receivable. 

Interest and dividends receivable. 

Accrued accounts receivable. 

Other current assets. 


Deferred assets: 

Working fund advances. $ 

Other deferred assets. 


82,833 

3,172,355 

638,316 


,019,478,240 


30,427,246 

112,650,000 

2,106,150 

115,000 

234,947 

721,642 

5,131,188 

4,191,219 

15;198,871 

54,814,527 

62,553 

7,772,296 

652,975 


234,078,617 


227,644 

648,859 


5,910 26 
3,172,355 89 
403,611 65 


Unadjusted debits: 

Prepayments. 

Other unadjusted debits. 


$ 29,213,519 42 

106,718,000 00 
1,148,245 20 
115,000 00 
291,347 24 
5,682 81 
4,342,623 64 
4,046,043 62 
12,607,546 90 
45,598,777 19 
285,629 68 
6,951,286 08 
730,412 60 


$ 212,054,114 38 


$ 186,444 23 

333,321 10 


519,765 33 


$ 287,770 01 

1,669,214 88 


1,956,984 89 


$1,256,606,390 0l| $1,218,672,341 29 




246,634 51 
1,925,392 96 


Total assets 
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FE RAILWAY COMPANY—SYSTEM 

and Santa Fe Railway Company; and Panhandle and Santa Fe Radway Company 
SHEET, DECEMBER 31, 1M7 AND 1946 


LIABILITIES 

Cafitaii Stock: 

Outatanding. 

Premium on capital stock... 


Balances 


Dec. 31,1947 Dec. 31,1946 


S 366,878,800 00 S 366,878,800 00 
717,800 00 717,800 00 


Funded Debt: 

Bonds. S 203,165,500 00 $ 203,166,600 00 

Equipment obligations. 24,116,268 06 25,976,734 94 


Total outstanding. S 227,271,768 06 f 229,131,234 94 


CuBBENT Liabilities: 

Audited accounts and wages payable 

Miscellaneous accounts payable. 

Interest matured unpaid. 

Dividends matured unpaid. 

Unmatured interest accrued. 

Unmatured dividends declared. 

Accrued accounts payable. 

Taxes accrued. 

Other current liabilities. 


Defebbed Liabilities 


S 27,898,151 62 $ 26,689,237 64 

8,637,328 28 7,226,562 48 

1,103,636 84 2,867,172 07 

224,934 85 268,006 00 

2,659,767 68 2,682,428 11 

6,744,910 00 6,744,910 00 

6,222,481 97 4,327,882 65 

42,442,203 49 31,318,183 62 

3,862,393 31 4,073,137 79 

$ 98,795,808 04 

$ 2,376,696 22 


S 86,087,610 06 


H 


2,368,682 43 


Unadjusted Credits: 

Premium on funded debt. 

Accrued depreciation—Leased property 
Other unadjusted credits. 


$ 20,037 86 t 35,571 09 

72,817 55 57,784 93 

9,577,789 78 9,796,365 41 

$ 9,670,645 19 > 9,889,721 43 


Corporate Surplus: 

Additions to property through income and 

surplus. $ 85,109,996 88 $ 85,109,996 88 

Funded debt retired through income and 

surplus. 533,624 60 533,624 60 

Other Corporate Surplus. 520,393 69 511,099 95 

S 86,164,015 17 $ 86,154,721 43 

Propit and Loss— Balance. 464,729,867 33 437,343,871 00 

8 550,893,882 50 I 623,498,592 43 


Total liabilities 


$1,256,605,390 01 | 81,218,572,341 29 
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INTERMEDIATE ACCOUNTING 


BELL SYSTEM FINANCIAL STATEMENTS 


(^American Telephone and Telegraph Company and its Principal Telephone Suhsidiaries) 


Consolidated Balance Sheet 


ASSETS 


Plant and Other Investments 

December 31, 

December 31, 


»947 

1946. 

Telephone Plant (a) . 

At December 31, 1947 this property was classified in the 
accounts of the companies as follows: 

Telephone Plant in Service . $6,996,483,517 

Telephone Plant under Construction. . .. 322,578,416 

Property Held for Future Telephone Use 13,424,164 

Telephone Plant Acquisition Adjustment 16,316,768 

$7,348,802,865 

$6,294,419,079 

Miscellaneous Physical Property. 

7,066,961 

7,781,162 

Investments in Subsidiaries not consolidated (b). 

Equities in Subsidiaries not consolidated in excess of invest- 

325,895,608 

262,888,566 

ments therein . 

31,706,002 

26,382,886 

Other Investments (b). 

Principally in non-conirolled telephone companies. 

59,607,008 

53,242,166 

Total Plant and Other Investments. 

Current Assets 

57.773-078.444 

$6,644,713,859 

Cash and Demand Deposits. 

$ 71,877,921 

$ 55.260,573 

Temporary Cash Investments . 

Comprises at December 31, 1947, U, S. short-term obliga¬ 
tions having a market value of $460,616,000, 

460,709,313 

307,956,769 

Special Cash Deposits . 

5.589.744 

5.964.817 

Current Receivables . 

Amounts due for service Qess reserves amounting to 
$3,408,882 at December 31, 1947), working advances, 
interest and dividends receivable, etc. 

270,509,708 

230,284,220 

Material and Supplies . 

Principally for construction and maintenance purposes. 

135,663,468 

93,304,118 

Total Current Assets . 

Deferred Debits 

5 944.350.154 

$ 692,970,497 

Prepayments of Rents, Taxes, Directory Expenses, etc . 

$ 28,752,669 

$ 20,496,227 

Unamortized Debt Discount and Expense . 

(After deduction of unextinguished premium,^ 


727471 

Other Deferred Debits . 

26,196,023 

22,017,667 

Total Deferred Debits . 

$ 54,948,692 

$ 43,241,365 

Total Assets. . 

58,772.377.290 

$7,380,925,721 
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BELL SYSTEM FINANCIAL STATEMENTS 


(^American Telephone and Telegraph Company and its Principal Telephone Subsidiaries^ 


CoNSOLroATED BALANCE Sheet—C ontinued 


UABILITIK 

Capital Stock 

American Telephone and Telegraph Company: 

Common Stock—Par Value. 

Premiums on Capital Stock. 

Amount received in excess of par value. 

Capital Stock Installments (c). 

Subsidiaries Consolidated—stocks held by public: 

Common Stock . 

Preferred Stock. 

Total Capital Stock. 

Funded Debt (see page 21) 

American Telephone and Telegraph Company. 

Subsidiaries Consolidated . 

Total Funded Debt. 


Current and Accrued Liabilities 

Notes Payable . 

Accounts Payable . 

Advance Billing for Service and Customers' Deposits. 

Dividends Payable . 

Other Current Liabilities. 

Interest Accrued. 

Taxes Accrued . 

Total Current and Accrued Liabilities. 

Deferred Credits 

Unextinguished Premium on Funded Debt. 

(After deduction of unamortized discount and expense,") 

Other Deferred Credits. 

Total Deferred Credits. 

Depreciation and Amortization Reserves. 

Provision to meet loss of investment in Telephone Plant 
upon its ultimate retirement from service. 


Surplus applicable to Stocks of Subsidiaries 
consolidated held by public. 

Surplus applicable to Stock of A. T. & T. Co. 

Surplus Reserved (d). 

Unappropriated Surplus (see page 19). 


December ji, 

1947 

December 31, 
1946 

$2,148,798,200 

387,920,653 

$2,060,699,900 

346,929,249 

7,122,639 


95,526,000 

17,904,500 

$2,657,271,792 

91,292,100 

17,904,300 

$2,516,825,349 

$1,726,100,300 

1,033,000,000 

$2,759,100,300 

$1,061,773,200 

693,000,000 

5 ». 754 . 773 . 2 oo 

$ 40,000,000 

297,283,013 
50,155,126 
48,755,688 
18,855,625 
18,294,896 
‘ 45 . 155-403 
$ 618,479,751 

$ . 

221,179,268 
43,868,016 
46,858,295 
15,137,966 
12,611,566 
165,290469 
$ 504,945,580 

$ 8,224,267 

$ . 

14,205,445 
$ 22,429,712 

14,137,166 
$ 14,137,166 

$2,380,465,795 

$2,225,414,650 

$ 4,148,797 

$ 4,3134*50 

$ 5,081,641 

325^399^502 
$ 330,481,145 
$ 8 . 77 ». 377 .* 9'5 

$ 64484,114 
296,032,002 
$ 360,516,116 
$7,380,925,721 


Total Liabilities, 
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INTERMEDIATE ACCOUNTING 


BELL SYSTEM FINANCIAL STATEMENTS 

^American Telephone and Telegraph Company end its Principal Telephone Subsidiaries) 

Consolidated Income Statement 


Operating Revenues 

Local Service Revenues. 

Toll Service Revenues. 

Miscellaneous Revenues. 

Derived from directory advertising, rents and miscellaneous 
sources. 

Less: Uncollectible Operating Revenues. 

Tout Operating Revenues (e). 


Operating Expenses 

Current Maintenance. 

Cost of inspection, repairs and rearrangements required to 
keep the plant and equipment in good operating condition. 

Depreciation and Amortization Expense. 

Provision to meet loss of investment when depreciable 
property is retired from service, based on rates designed to 
spread this loss uniformly over the service life of the 
property. Such provision represented approximately 4% of 
average investment in depreciable plant in service. 

Traffic Expenses. 

Costs incurred in the handling of messages, principally 
operators* wages. 

Commercial Expenses. 

Costs incurred in business relations with customers; pay 
station commissions; cost of directories, advertising, etc. 

Operating Rents. 

General and Miscellaneous Expenses: 

General Administration . 

Accounting and Treasury Departments. 

Development and Research (f). 

Provision for Employees’ Service Pensions (g). 

Employees’ Sickness, Accident, Death and Other Benefits 

Other General Expenses. 

Less: Expenses Charged Construction. 

Total Operating Expenses. 

Net Operating Revenues ... 


Operating Taxes 
Federal Taxes on Income: 

Income Taxes. 

Refunds due to carr)' back of Excess Profits credits. 

Other Taxes—principally State, local and Social Security_ 

Total Operating Taxes. 

Net Operating Income ^carried forward). 


Year 1947 

Year 1946 

$>,272,935,157 

$1,163,791,306 

862,565,598 

857,667,039 

95,716,686 

76,962,445 

6,634,509 

4 . 755.849 

$2,224,582,932 

$2,095,664,941 

$ 482,621,507 

$ 410,947,934 

iJ7>397>877 

212,955,415 

580,567,85a 

537,845.900 

214,262,571 

187,161,270 

^ 97547^7 

16,397,259 

23,914,382 

,20,388,339 

105,968,527 

91,912,771 

15,662,516 

15,789.631 

85,586,066 

65,3»7.»74 

25,705,887 

22,310,004 

Ji.* 99>675 

27.479.104 


* 7 . 746 ,533 

$1,793,387,682 

$1,590,758,468 

5 431,195.150' 

$ 502,906,473 

$ 74 , 381.767 

$ 117,192,990 


(16,658,655) 

171,272,855 

156,880,226 

$ 245,654,622 

$ 257415,561 

$ 185,540,628 

$ 245,490,912 


* Credit 
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BEU SYSTEM FINANCIAL STATEMENTS 


(jAimdoan Telephone and Telegraph Company and its Principal Telephone Subsidiaries} 


Consolidated Incx)me Statement—C ontinued 


Year 1947 

Nft Operating Income {brought forward) . $ 18;,540,628 

Other Income 

Dividends from subsidiaries not consolidated (h). $ 28,272,377 

Proportionate interest in earnings (after dividends) of sub* 

sidiaries not consolidated (i). 5,471,188 

Dividends from other companies. 3 f879,658 

Miscellaneous income . 16,023,975 

Less: Miscellaneous deductions from income (g). 10,891,872 

Income Available for Fixed Charges•. $ 228,295,954 

Fixed Charges 

Interest on Funded Debt. $ 61,439,505 

Other Interest . 1,148,401 

Amortization of Debt Discount and Expense. 47>^94 

Other Fixed Charges. 23,919 


Net Income.,. $ 165,636,435 

Net Income Applicable to Minority Interests 

Preferred Stock. $ 1,074,258 

Common Stock. 3,373,554 

Net Income Applicable to A.T.ficT. Co, Stock.$ 161,188,623 


Year 1946 
$ 245,490,912 


$ 13,224,204 


$ 


676,514 
8,288,186 


257,381,869 


5 39.558.965 
2.357.267 

241,029 

21,617 

5 215,202,991 


$ 1,074,258 

5.577.226 
$ 208,551,507 


Consolidated Earnings per share of A. T. & T. Co. Stock (j)., $7.66 $10.23 

Analysis of Consolidated Unappropriated Surplus Applicable to American 
Telephone and Telegraph Company Stock—Year 1947 


Unappropriated Surplus—December 31, 1946. $296,032,002 

Net Income applicable to A. T. & T. Co. Stock. $161,188,623 

Transfers from Surplus Reserved—Net. 59,402,473 

Other additions. 1,604,608 


Total Additions . $222,195,704 


Dividends on A. T. & T, Co. Stock. $189,312,852 

Write-down of Telephone Plant Acquisition Adjustment. 1,129,891 

Write-off of Organization and Capital Stock Expense. 937»745 

Other deductions. 1,447,716 


Total Deductions . $192,828,204 


Unappropriated Surplus—December 31,1947. $325,399,502 
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INTERMEDIATE ACCOUNTING 


NOTES TO BELL SYSTEM FINANCIAL STATEMENTS 


(a) “Telephone Plant'' comprises land and buildings, rights of way, poles, wire, cable, underground 
conduit, switchboards, telephones, vehicles, furniture, etc. As required by the Uniform System of 
Accounts for Telephone Companies, “Telephone Plant in Service," “Telephone Plant under Con¬ 
struction" and “Property Held for Future Telephone Use" are stated at cost to the companies 
except that property included therein which was acquired from a predecessor owner is stated at its 
original cost when first dedicated to the public use. The amount classified as “Telephone Plant 
Acquisition Adjustment" represents certain costs attributable to property purchased from pred¬ 
ecessor owners. Expenditures for patents have been charged off as incurred and thus are not 
included in the asset accounts. 

(b) These investments arc, with minor exceptions, stated at cost. At December 31, 1947, securi¬ 
ties included in Investments in Subsidiaries not consolidated at $28,538,000 and securities 
included in Other Investments at $10,451 were pledged under a bond indenture. 

(c) Installment payments made by employees of American Telephone and Telegraph Company 
and its subsidiary companies who have elected to purchase shares under the Employees' Stock 
Plan. (See page 7.) 

(d) The amount shown at December 31, 1946 includes $56,479,871 reserved by American 
Telephone and Telegraph Company against general contingencies, which amount was transferred 
to Unappropriated Surplus in 1947. 

(e) “Total Operating Revenues" include approximately $4,500,000 in 1947 and $3,900,000 in 
1946, which may be subject to refund in the event of adverse decisions in certain pending rate cases. 

(f) Cost of development and research work carried on in behalf of the American Telephone and 
Telegraph Company by Bell Telephone Laboratories, 

(g) Total current accruals for employees' service pensions amounted to $91,766,049 for 1947 
and $73,619,562 for 1946, of which $8,179,983 for 1947 and $8,302,388 for 1946 were 
charged to Miscellaneous Deductions from Income in order to comply with accounting require¬ 
ments of the Federal Communications Commission. The companies and their independent public 
accountants consider that these latter amounts were, in fact, current operating expenses. 

(h) Includes dividends received from Western Electric Company in the amounts of $26,943,786 
in 1947 and $11,972,512 in 1946. (In December 1946 and again in May 1947, Western Electric 
Company increased its equity capital through the sale of additional shares, almost all of which 
were purchased by the American Telephone and Telegraph Company. Through these purchases 
the American Company’s investment m Western Electric Company stock was nearly doubled.) 

(i) Includes the American Telephone and Telegraph Company’s proportionate interest (over 
99%) in the earnings (after dividends) of Western Electric Company and its subsidiaries amount¬ 
ing to $5,280,541 in 1947 and $335,437 m 1946. 

(j) Based on average number of shares outstanding— 21,034,761 in 1947 and 20,384,750 in 1946. 



APPENDIX 


575 


General Electric Company and Affiliates 
Consolidated Statement of Income and Earned Surplus 


YBAK ENDED DBCBMBBl 31 

1947 1946 

Ntt tolti billed . $1,330,776,375 $768,863,313 

Costs, expenses, and other charges, except those shown separately below 1,157,162,302 746,208,134 

Depreciation of plant and equipment. 28,333,723 21,483,273 

1,185,496,025 767,691,407 

Income from sales. 145,280,350 1,171,906 


Income from other sources: 

Interest and dividends from nonconsolidated afhliates . 9,638,185 8,381,254 

Other sundry revenue. 7,129,935 4,980,743 

16,768,120 13,361,997 

Ltfjj; Interest and other financial charges. 5,343,747 1^284^895 

11,424,373 12,077,102 

Total income, before charges or credits shown below. 156,704,723 13,249,008 


Charge or credit for: 

Federal taxes on income for year (Note 2). 64,798,572 3,893,353 

Claim for refund of prior years’ Federal taxes. — 25,012,964 

Postwar adjustments and contingencies. 3,750,000 9,000,000 

61,048,572 30,118,611 

95,656,151 43,367.619 

Minority and nonconsolidated interests in net income. 357,211 358,769 

N«t income opplicobU to Gonoral Electric Compony common stock. .. 95,298,940 43,008,850 

Earned surplus at beginning of year. 168,998,537 174,392,576 

264,297,477 217,401,426 

Revaluation of investments in nonconsolidated affiliates for differences 

between net income or losses and dividends paid (Note 3). 1,040,989 2,274,993 

265,338,466 215,126,433 

Dividends on General Electric Company common stock. 46,106,854 46,127,896 

Earned surplus at end of year . $ 219,231,612 $168,998,537 


The notes affearing on fay 18, which include a description of the basis of consolidation, constitute am integral 

part of this statement. 


















576 


INTERMEDIATE ACCOUNTING 


General Electric G)mpany and 


Assets 


Current 

Cuh and marketable securities: 

Cash. 

Marketable securities (quoted market $106.225»267) 
Accounts and notes receivable, less reserves: 

Customers. 

Nonconsolidated affiliates. 

Claim for refund of prior years' Federal taxes.... 

Other. 

Inventories, less reserves (Note 4).. . 

Uss: Progress collections on contracts. 

Price adjustments accrued. .. ... 

Total current assets.. 

Invasfmanlst 

Nonconsolidated affiliates: 

Canadian General Electric Company, Ltd. 

Electrical Securities Corporation (Note 3) • 

G.E. Employees Securities Corporation 

General Electric Credit Corporation_ 

General Electric Supply Corporation. 

Others. 

Total nonconsolidated affiliates (Note 3). 

General Electric common stock—cost (quoted market 

$1,399.268). 

Miscellaneous securities—quoted market or fair value . 

Ltjs: Reserve for investments (Note 3). 

Total investments. . 

Fixed ossetst 

Plant and equipment-cost. 

Ufs: Depreciation reserves. 

Plant and equipment—net . 

Patents and franchises. 

Total fixed assets. 

Assets of speclel funds: 

Fund for payments under U.S. Government contracts... 
Employee withholding tax and benefit plan collections.. 
Total assett of special funds—per contra. 

Other ossels. 

TeiNil ossets. 


PBCBMBBX 31. 1947 OBCBMBBB 31, 1946 


$ 77,873,168 
106,191,247 

$ 184,064,415 

$ 79,458,849 
87,193,978 

$166,652,827 

124,906,327 

53,276,768 

11.503,164 

189,686,259 

98,468,890 

24,710,278 

25,089,175 

12,686,169 

160,954.512 

37,355.f5f 

2,014,277 

345,227,270 

718,977,944 

59,442,234 

31.543,249 

1,430,274 

275.541,266 

603.148.605 

33,213.325 


659,335,708 


569.935.080 


20.805,393 

46;015.350 

32.320,424 

11,956,083 

16,137,090 

127.232,340 


18,249,690 

74.653,978 

47.780.001 

12,818.552 

8,968.323 

15,575,127 

178,045.671 


1.195,732 

58.353,982 

186,782,054 

77,742,493 

109.019.161 

851,459 

33,752,092 

212.649,222 

45,503,599 

127,145.623 

508,164,075 

312.235,404 

195.928.671 

1 


424,209,947 

300,441.394 

123,748,553 

1 



195,928,672 


123.748.554 

34.892,037 

15,833.273 

50.725.310 

11,856,112 

$1,026,864,963 

13.989.044 

13,701,404 

27,690.448 

8,190,436 

$856,710,141 
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Affiliates'—Consolidated Balance Sheet 


Liabilities and Capital 

DBCEMBBE 31, 1947 DECEMIBR 31 » 1946 

Currant IlnblllllM: 

Accounts pa/ftble.... $ S6.B5S.904 $ 48.229.184 

Due to noncotMolidated affiliates... 3.334.038 5.S20.70S 


Accrued Federal taxes on income for year (Note 2) 

Other accrued items (Note 6). 

Dividends unpaid. . 

Total current liabilities . 

Notes poyeble (Note 7). 

Accounts poyoblo end occruols—not currant. 

Special funds: 

Fund for payments under U.S. Government contracts_ 

Employee withholding tax and benefit plan collections.. 
Total special funds—per contra 

Doforrad income. 

Miscollonoous reserves. . 

Reserve for pestwor edfustments end centinpencies_ 

Oenerol reserve (Note 3). . . 

Minority interest. . 

Internotienol Oenerol Eleetric Co.. Inc. preferred stock 
held by O.E. Employees Securities Cerperetien. 

Speciel stock— 6% cumulative; par value $10 (authorised 
and unissued 1,207,036 shares). 

Common stock end surplus: 

Common stock (authorized 29.600,000 shares no par 

value; issued 28,845,927.36 shares). 

Capital surplus (Note 3). 

Earned surplus. 

Total common stock and surplus. 


66.154,392 

135.284.631 

11.521.968 


3,893.353 

111,123.020 

11 . 531.511 



$ 273.150.933 


$180,297,773 


202.400,000 


202.850,000 


9.233.564 


9.101,679 

34,892.037 

15.833.273 

50,725,310 

13.989,044 

13.701,404 

27.690,448 


2.122.436 


1,061,019 


53,732.139 


50.917.415 


— 


3,750.000 


17.432.163 


13.314.127 


142.054 


149.408 


5.000.000 


5.000.000 

180.287.046 

13,407,706 

219.231.612 

412.926,364 

180.287.046 

13.292.689 

168,998.537 

362.578,272 


Tetel llobilNles end copitel. 


$1.026,864.963 


$856.710.141 


TAt mttif mfftmmi m pegr Jf. whkh imhdt 0 §fiht kuh #/ umsdidstim, c$mstktat 00 i0itgr0l f0rf $f this strOrntmt, 


! 
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INTERMEDIATE ACCOUNTING 


GENERAL 


ELECTRIC 


Notes to Consolidated Financial Statements 


1. Batts oj consolidation: The consolidated financial statements include, in addition to the parent General Electric G)mpany, those 
affiliated companies, 100% of whose voting stock is owned directly or indirectly by the parent, which cither conduct a domestic 
manufacturing business or arc engaged in activities directly related to the business of the parent G)mpany and the domestic manu¬ 
facturing affiliates. Affiliated companies not included in the consolidation are carried on the Balance Sheet as "Investments." In 
general, the nonconsolidated affiliates constitute companies conducting (a) a wholesale distribution business, (b) a financing or invest¬ 
ment business or (c) business outside the continental United States. The Statement of Income includes dividends received from the non- 
consolidated affiliates rather than the equity of the consolidated group in the earnings or losses of these affiliates and the Balance Sheet 
shows the equity of the consolidated group in the capital investment in these affiliates rather than their detailed assets and liabilities. 

2 . Federal taxes on income: The tax liability for the year 1947 as shown on the Balance Sheet exceeds the amount charged against 
income in the Statement of Income principally because the tax payable on profits from sales of securities has been charged to the General 
Reserve since such profits are credited to this reserve. 

3. Revaluation oj investments in nonconsol idated affiliates: At each year end the book amount of the capital investment in each 
nonconsolidated affiliate is revalued to equal the amount of outstanding capital advances made to such affiliate plus the equity of the 
consolidated group in the then net worth of the affiliate computed on the same basis of accounting as that employed by the consolidated 
group. Accordingly, the net worth of the nonconsolidated affiliate, as computed for this purpose, is the amount remaining after allowance 
for (a) unrealized profits included in the inventory of such affiliate, (b) income taxes which may be payable upon subsequent distribu¬ 
tions by such affiliate from its undistributed earnings and (c) a safety factor exchange discount applicable to foreign currency assets. 

This revaluation is reflected in the consolidated statements as follows; (a) the amount of the revaluation which results from realiza¬ 
tion of profits or losses on sales of securities by the affiliate is credited or charged to the General Reserve, or, if the security involved is 
General Electric stock, to Capital Surplus; (b) the amount of the revaluation which is attributable to unrealized appreciation or de¬ 
preciation of miscellaneous securities held by the affiliate is credited or charged to the Reserve for Investments, (c) the remainder of the 
revaluation is credited or charged to Earned Surplus and is shown in the Statement of Income and Earned Surplus as "Revaluation of in¬ 
vestments in nonconsolidated affiliates for differences between net income or losses and dividends paid." In general, therefore, the 
amount shown opposite this latter caption represents the earnings of the nonconsolidated affiliates for the applicable year, after 
adjustment for any increase or decrease in the intercompany profits included in their year-end inventories, less the aggregate amount of 
dividends paid by all such affiliates during the year. 

4 > Inventories: Inventories were verified by physical count during the latter part of the year. They are valued, in accordance with 
long established practice, at the lower of cost (which does not include certain indirect manufacturing expenses) or market, less reserves 
Inventory reserves make provision for possible losses on inactive and excess stocks, for possible price declines, and for unrealized intercom¬ 
pany profits. 

5. Investment in Electrical Securities Corporation: This Corporation was dissolved in February 1947 and General Electric Com¬ 
pany, the sole stockholder, received all its assets, subject to its liabilities, as a liquidating distribution in complete redemption and 
cancellation of its outstanding stock. 

6. Other accrued items: The amount shown opposite this caption as of December 31,1947, includes an accrual of $27,300,383 for 
payments made by the consolidated group to the General Electric Pension Trust in January and February 194B. The total amount paid or ac¬ 
crued for 1947 by both consolidated and nonconsolidated companies for future pension payments under the General Electric Pension 
Plan was $28,430,806. This amount constituted full funding of costs applicable to 1947 service and a partial liquidation of the unfunded 
cost of benefits applicable to service prior to September 1,1946. Under the Plan as amended effective September 1,1946, theGimpany and 
its participating affiliates are obligated to pay to the Trust currently the cost of current service benefits but the funding of the cost of bene¬ 
fits applicable to service prior to September 1,1946, is discretionary with the Board of Directors. Accordingly, no amount in excess of the 
payments herein described (and corresponding payments in prior years) has been accrued for the cost of past service benefits under the Plan. 

7. Notes payable: The amount shown opposite this caption includes borrowings of $200,000,000 by the parent Gimpany. Of this 
amount, $150,000,000 was borrowed from eleven insurance companies and one bank as Trustee of various trusts and is evidenced by 
twenty-year promissory notes dated December 2,1946, bearing an interest rate of 2.33%, and $30,000,000 was borrowed from various 
banks and is evidenced by five-year notes dated December 3, 1946, bearing an interest rate of 1^^%. Under the terms of the loan agree¬ 
ments applicable to the twenty-year notes, the Grmpany must repay $3,000,000 per annum commencing in 1933 and has the right to re¬ 
pay an additional $7,300,000 annually commencing June 1, 1948, without payment of premium. Larger amounts may be repaid at any 
time upon payment of a premium which decreases as the notes approach maturity. The bank loans may be repaid at any time without 
payment of premium. The remainder of the consolidated indebtedness represents notes of General Electric Realty Girporation held 
by the General Electric Pension Trust. 

In addition to these borrowings by the consolidated group, General Electric Supply Girporation, a nonconsolidated affiliate, has 
borrowed funds from time to time on its own account through the sale of commercial paper having short term maturities. As of Decem¬ 
ber 31t 1947, the aggregate amount of these borrowings was $23,730,000. 
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i&ank of'2Vmerlca 

NATIONAL TRUST AND SAVINGS ASSOCIATION 

SUMMARY OF EARNINGS-1947 

CURRENT OPERATING EARNINGS: 

Interest on loans.$96,954,404 

Interest and dividends on securities 
(after amortization) and net 
profits from sales of securities . 39,849,722 

Other current operating earnings 23,071,470 

$159,875,596 

CURRENT OPERATING EXPENSES: 

Interest paid.$23,670,735 

Salaries and wages (including em¬ 
ployes’ profit-sharing participation 
of $2,094,235). 44,766,995 

Provision for taxes and assessments . 27,019,912 

Other current operating expenses . 16,827,420 


112,285,062 

NET CURRENT OPERATING EARNINGS.$ 47,590,534 

Addition to Reserve for Possible Loan Losses* . . 8,000,000 

NET PROFITS.$ 39,590,534 

DIVIDENDS PAID: $2.25 a share.$ 19,196,348 

NET ADDITION TO CAPITAL FUNDS. 20,394,186 

$ 39,590,534 
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INTERMEDIATE ACCOUNTING 


^ank of 

NATIONAL TRUST AND 

STATEMENT OF CONDITION 


RESOURCES 

Cash in our vaulta ond on doposit with Fodorol 
Rooorvo Bank.S 743,380,001.52 

Cash on doposit with banks in New York, Chicago, and 
other cities, and cash items in process of collection . 334,619,951.62 

TOTAL CASH. 61,077,999,953.14 

United States GoTemment obligations, 
direct ond fully guaranteed.$1,775,524,606.99 

State, county, and municipal bonds . 290,481,884.01 

Other bonds and securities. 98,216,014.85 

Stock in Federal Reserve Bank.. 6,499,400.00 

TOTAL SECURITIES.$2,170,721,905.85 

We have loaned to our customers for use in their busi< 
nesses, for reconversion purposes, for the storing of 
commodities, for intermediate capital uses, lor build- 
ing, buying, or modernizing their homes, financing 
automobile or household equipment purchases, and 
for other legitimate needs.$2,492,979,738.89 

We have interest due us on bonds and loans (earned to 
the date of this statement) and accounts receivable . 24,422,323.42 

We hold guarantees and securities of customers and 
banks, for letters of credit, acceptances, and endorsed 
bills. 44,322,810.41 

TOTAL DUE US FROM CUSTOMERS.$2,561,724,872.72 

Bonk buildings, furniture, fixtures, and safe deposit vaults. This figure 
represents the cost less depreciation reserve of $21,494,086.97 .... 34,753,192.97 

Other real estate owned. This is real estate acquired in the settlement of 
debt, corried at less than cost or appraised value. 67.341.82 

Other resources, including automotive equipment, deterred charges, etc. 550,402.74 


TOTAL RESOURCES 


$5445,817,669.24 
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America 

SAVINGS ASS(X:iATION 

DECEMBER 31, 1947 

LIABILITIES 


Copital. Representing the investment of over 150,000 
stockholders.$ 106,646,375.00 

Surplus. Paid in by stockholders or accumulated from 
earnings. 

Undivided profits. Profits accumulated and not distrib¬ 
uted . 

Reserves. Set aside out of accumulated profits by the 
Board of Directors, available as a reserve, in addition 
to Surplus and Undivided Profits, against normal con¬ 
tingencies . 


TOTAL CAPITAL FUNDS. 

Reserve lor possible loan losses. This reserve is to apply 
against any loan losses that may develop in the future; 
it has not been allocated to any particular loans or 
type of loans. 

Demand deposits. Funds placed with the bank by indi¬ 
viduals, corporations, firms, banks, public officials, and 
the United States Government (payable on demand) $3,094,410,901.73 

Savings ond time deposits. Funds placed with the bank 
in savings accounts or for extended periods of time by 
individuals, corporations, firms. United States Govern¬ 
ment, State of California and political subdivisions 

thereof. 2,372.789,260.43 


TOTAL DEPOSITS. 

We have endorsed Bankers' Acceptances and issued Letters of Credit 

on behalf of customers, and have agreed to honor Customers* Drafts 
(not yet due), all of which are secured by the guarantees and col¬ 
lateral of customers and banks included in resources. 

We have reserved for interest received in odvance on loans. 

This amount will be taken into income as earned. 

We have set aside as o reserve for interest poyable on time deposits and 
for taxes and other expenses. 


110 . 000 , 000.00 

40.525,935.63 

4,518,582.39 


$ 261.690.893.02 

37,046,609.29 

5,467.199.162.15 

46,146,332.44 

13,293.247.36 

20,441,424.98 


TOTAL LIABILITIES 


. |IJ45J17,669,24 
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INTERMEDIATE ACCOUNTING 


THE PENNSYLVANIA RAILROAD COMPANY 

INCOME STATEMENT 





Compared 


Year 1947 


WITH 1946 

WE EARNED DURING THE YEAR FROM: 




Freight. 

$665,657,125 

I 

$114,360,957 

Passenger. 

159,327,226 

D 

47,696,476 

Mail. 

21,382,096 

I 

5,983,787 

Express. 

9,275,933 

I 

7,072,959 

Other. 

47,625,709 

I 

1,539,277 


903,268,089 

I 

81,260,504 

TO THIS SHOULD BE ADDED (chiefly dividends 




and interest on securities owned). 

53,632,561 

I 

8,703,120 

Total. 

956,900,650 

i' 

89,963,624 

WE HAD TO PROVIDE FOR: 




Operating Expenses. 

789,877,541 

I 

44,201,141 

Taxes. 

69,970,338 

I 

26,773,475 

Equipment and Joint Facility Rents. 

11,109,137 

I 

3,892,039 

Rent for Leased Roads, interest on debt, etc. 

78,658,509 

D 

718,473 

Total.. . . .. 

949,615,525 

r 

74,148,182 

LEAVING A NET INCOME OF. 

7,285,125 

1 

15,815,442 

WE ALSO HAD TO PROVIDE FOR: 




Sinking and Other Funds — Appropriations. 

1,448,287 

I 

1,448,287 

Advances to leased and affiliated Companies 




borne by your Company. 

3,234,469 

I 

914,270 

Total. 

4,682,756 

r 

2.302,557 

LEAVING A BALANCE AVAILABLE FOR DIVIDENDS OF. 

2,602,369 

1 

13,452,885 

PROFIT AND LOSS STATEMENT 



AMOUNT TO CREDIT OF PROFIT AND LOSS DECEMBER 31, 1946 



$206,830,966 

TO WHICH SHOULD BE ADDED: 




Balance available for dividends for the year. 



2,602,369 




209,433,335 

DEDUCT: 




Dividend 1% paid April 15, 1947. 

$ 6,583,877 



Sundry net charges. 

28,580 



Settlement of Pennroad Litigation. 

15,000,000 


21,612,457 


AMOUNT TO CREDIT OF PROFIT AND LOSS DECEMBER 31, 1947 


187.820,878 
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GENERAL BALANCE SHEET OF 

The Pennsylvania Railroad Company 


December 31» 1947 


Investments: 


ASSETS 


Comparison 

WITH 

December 81. 
1946 


Investment in Road and Equipment Property. 

Improvements on Leased Property. 

Donations and Grants. 

Investment in Transportation Property. 

Accrued Depreciation—Road and Equipment. 

Accrued Amortization of Defense Projects. 

Investment in Transportation Property less recorded dej)rceia- 

tion and amortization .. 

Sinking Funds. 

Pittsburgh, Cincinnati, Cliicago & St. Louis Railroad Company 

Cons. Mtg. Sinking Fund Reserve. 

Capital and Other Reserve Funds. 

Miscellaneous Physical Property. 

Investments in Affiliated Companies. 

(Stocks, bonds, notes and advances) 

Other Investments... 

(Stocks, bonds, notes and advances) 

Current Assets. 

(Cash, fund for tuxes and contingencies, material and supplies, 
accounts receivable, etc.) 

Deferred Assets. 

(Insurance and other funds, etc.) 

Unadjusted Debits... 

(Miscellaneous items in process of adjustment) 

Total. 


LIABILITIES 

Capital Stock (par value $50. per share). 

Premium realized on capital stock from January 1, 1909. 

Funded Debt of The Pennsylvania Railroad Company. 

Funded Debt of Acquired Companies Assumed by The Pennsylvania 

Railroad Company. 

Other Funded Debt Assumed. 

Guaranteed Stock Trust Certificates. 

Equipment Trust Obligations. 

Mortgages and Ground Rents Payable. 

Current Liabilities. 

(Traffic balances, wages,taxes, interest,other accounts payable, etc.) 

Deferred Liabilities. 

Leased and Affiliated Companies—Construction... 

Accrued Depreciation-Leased Property. 

Unadjusted Credits. 

(Casualty reserves, etc.) 

Surplus: 

Additions to Property and Funded Debt Retired Through Income 

and Surplus. 

Sinking and Miscellaneous Fund Reserves. 

Profit and Loss. 


$1,511,645,007 
151,034.173 
Cr. 2,677,828 

1,660,001,352 
Cr. 569,186,414 
Cr. 70,093,870 


1.020,721,068 

470 

6,071,559 

8,857,547 

3,498,287 

672,908,658 

65,660,384 


253,627,517 


171,879,499 

17,86.3,899 


2.220.597,888 


658,387,700 

10,148,229 

524,485,270 

3,578,000 

7,819,000 

5,156,000 

100,917,000 

174,767 

106,763,583 

1,387,393 

1,049,040 

117,001,491 

24,051,950 


257,049,128 

154.803,459 

187.820,878 


I 

$14,873,708 

D 

51,450 

ICr. 

13,124 

I 

14.809,134 

ICr. 

10,604,452 

ICr. 

753,1.33 

I 

3,451,549 

D 

1,000.000 

I 

990,975 

I 

3,233,003 

1 

218,396 

I 

5,491,273 

I 

4,725,126 

I 

7,784,261 

I 

9,439,739 

I 

5,914,538 

I 

40.248,860 


D 

2,277,400 

D 

377,000 

I 

14,008.000 

I 

29,421,473 

I 

261,870 

I 

197,585 

I 

8,372.260 

I 

1.905.872 


I 

1.011,400 

I 

6,734,888 

D 

19,010.088 


Total 


2,220,597,888 I 


40,248,860 




































INTERMEDIATE ACCOUNTING 


ARMOUR AND COMPANY (An Illinois 
CONSOUDATEX) STATEMENT OF FINANCUL POSITION 

(See atuched sutement for particulars 9i foreign 

ASSETS ... - 


Current Assets: 

Cash- 


1946) in payment thereof 

Accounts and notes receivable (less reserves |1,836,634--1947,91t755,052—*1946) - 


Toluod St Barkst Um sUowanM for mUIss ospeiiM. 

Products - -- -- -- -- 

Supplies'* - -- -- -- -- 


Less—Current Liabilities: 

Notes psysble - -- -- -- -- -- 
Accounts payable, including payrolls, interest, etc. ‘ 


Series "C” 110,194,200 in 1946)- 

Reserve for general and social security taxes ------ 

Long term debt payable within one year ------- 

Dividends on $6 Prior Preferred Stock payable January 1,1947 - 
Reserve for replacement of basic 'Mifo** inventories, net after taxes 


Working Capital (Current Assets less Current Liabilities) - - - . 

Funds Deposited with Trustees for First Mortgage Bonds • 

Investments and Long Term Receivables t 

Winslow Bros. & Smith Co.—67.5% owned—at equity in net worth 


reduction in reserve for U. S. income taxes under current liabilities ~ > 
Others—at cost or less - -- -- -- -- -- -- -- -- 


Fixed Assets! 


Reserve for depreciation 


Deferred Charges less Deferred Income - 
Total of Assets-*after deducting Current Liabilities 


Nov. !• 

Nov.S, 

1947 

1946 

t 21,454376 

8 39376,799 

16379 

66343 

69343,001 

47379,049 

146344,913 

99350,785 

28,916334 

21,101381 

8266,496303 

8207,674,857 

$ 36,939340 

1 4.455392 

• 34.081.094 

23,983310 

■ 31393,414 

22,991,023 

' 5,950.715 

4315,025 

> 3,400,000 

6,006300 

- 

799,494 

• 1,358,719 

2,148,892 

1113,123,282 

8 64,600,136 

8153,373,021 

8143,074,721 

• 8 425,301 

8 50339 

$ 11,128,732 

8 9,753,769 

4,900,000 

4,900,000 

■ 2,091,145 

2361,921 

8 18,119377 

8 17,015,690 

8210,691380 

8203,575,028 

' 89318327 

84385343 

- 13,519,610 

10,144358 

8134392,863 

8129,134,843 

-8 1,452,099 

8 1381,124 

8307,763,161 

8291,156,617 


*Sco note to linancial statemonta. 
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Corporation) AND SUBSIDIARIES 

AT NOVEMBER 1, 1947 AND NOVEMBER 2, 1946 

•Mcti and current liabilitte* included herein) 

INVESTORS’ EQUITIES ^ ^ • 

. ... •* 
Long Term Debt! 1947 1946 

2% Serial PhtaaiMory Notei, due tl«000,000 ieini>annually to July 1» 1956 (leM 

12,000,000 in 1947 and 02,000,000 in 1946 tranaferred to current liabilitiee) - - 9 16,000,000 9 I8/K)0,000 

Pint MortfaieTwenty-Fivc Year 2H% Sinking Fund Bonda,SerieeF, due July 1,1971 SOjOOOjOW 50,000,000 

Subordinated Long Term Debt: 

Sl<6% Gmulative Income Debenturee (Subordinated) due May 1,1971 (leaa 04,006,500 

Uanalerred to current Kabilitiea) .. 2 0W ,50 0 

Cumulative Income Debenturea (Subordinated) due Nov. 1,1972 (leaa 01,400,000 
tranaferred to current liabilitiee) - 33,600,000 — 

^ $ 99,600,000 0 88,993,500 

Minority Stockholders* Equity in Subsidiaries Consolidated > - ~ >o 553,387 0 649J46 

Preferred Stock: 

06 Cumulative Convertible Prior Preferred Stock—no par value (atated value 8100 per 

ahare) authoriaed 572,313 abarea, iaaued 500,000 aharea-1947,532,996 abarea-1946 0 50,000,000 0 53,299,600 

7% Cumulative Preferred Stoek>-par value 0100 per ahare—authoriaed and iaaued 


33,715 aharea~1946 -__ 3371,500 

0 50,000,000 0 56,671,100 

Common Stock —par value 05 per ahare—authorized 15,000,000 aharea, iaaued 

4,065,716H aharea--1947,4,065,717H tharea~1946 --.-g 20,328,583 0 20,328,588 

Capital and paid-in surplus - -- -- -- -- -- -- -- -o 39,631,427 | 39,1%,636 

Earnings Employed in the Business: 

Appropriated for: 

Inventory price decline - -- -- -- -- -- -- -- --0 17,500,000 0 9,500,000 

Contingencies - -- -- -- -- -- -- -- -- -- - 4,000,000 4,000,000 

New York state workmen's compensation insurance - -- -- -- -- — 200,000 

Payment of interest and sinking fund on debenturea - -- -- -- -- 7,875,000 5,625,000 

Coat of retirement of 03,299,600 atated value of 06 Cumulative Convertible Prior 
Preferred Stock and 03371,500 par value of 7% Cumulative Preferred Stock- - 7,653,883 — 

Unappropriated - .- 60,620381 65,992,647 


0 97,649,764 0 85317,647 


(la 1946 iImn wart SlTMmda in arraara at 825 par ahara afirafallni 113,524,900 on iha 16 CunHilatlra 
CanvarUUa Prior Prafenod Slock and 861.25 par akarc afiraiaiinf 82^165,044 on tha 7% Cunawlativa 
I V afartad Suwk. TiMaa arroaraaaa won diaabariod in 1947.) 

(At a apaclal nootlnf hold )ulr 17,1946, tha aharoholdara adoptad an amandmant in tha Artidoa of la- 
aarporation which panvidod far tha autbariaation of 500,000 abaraa without par value of a claat of atoek 
daaiinatcd 'Tint PNfannaa Stadc,” and 250,000 thana without par value of a daaa at stock daalgaatad 
"Saeoad rVafannea Steak." Thaaaahana wan aaiaauadaa at Novaaibar 1,1947.) 


ToUl of Investors* Equities 


$307,763,161 1291,156,617 














586 INTERMEDIATE ACCOUNTING 

ARMOUR AND COMPANY (An IlUnoU Corporation) AND SUBSIDIARIES 


CONSOLIDATED EARNINGS STATEMENT 

FOR THE FISCAL YEARS 1947 AND 1946 
(See attached statement for particulars of foreign earnings included herein) 


Sales, including service revenues 
Dividends received - - - - _ 
Interest on securities and receivables 
Miscellaneous income 


Fifty-Two 
Weeks 
Ended 
Nov. 1, 1947 


$1,956,490,057 

892.325 

229.203 

599.802 

$1,958,211,387 


Costs: 

Cost of products, supplies and service (exclusive of items below) after deducting 
(in 1946 only) Federal subsidies and including provision (net after income 


taxes) for replacement of basic **last-in, first-out” inventories - - - - -$1,806,119,504 

Selling, advertising, general and administrative expenses 70,477,456 

Provision for depreciation - 7 490 gQg 

Taxes (other than income taxes) 14,340,437 

Contributions to employees' pension funds 3375,000 

Interest and amortization of debt discount and expense: 

Current debt - 1,013,862 

long term debt - -- -- -- - 2,716,771 

Miscellaneous deductions ----- - - _ ____ 291,356 

Portion of net earnings of subsidiary companies applicable to minority interests - 17390 

fProvision for Federal normal income tax and surtax - -- -- -- -- 18.197.414 

fProvision for Federal excess profits tax ------------- 


Charge of that portion of refinancing and (in 1946 only) retroactive bonus to em¬ 
ployees which is equivalent to the resulting reduction in Federal income and 


excess profits taxes - 363,000 

Provision for other income taxes 2,858,222 


$1.927361,118 


Fifyr-Thrce 
Weeks 
Ended 
Nov. 2,1946 

$1,183,537,561 

457,434 

366,087 

303,709 

$1,184,664,791 


$1,054,587,948 

53,547,308 

6,873.984 

10,639,326 

2,700,000 


584,344 

3,197,681 

377,244 

173.792 

13,804,903 

5.052379 

2.555,000 

2,544,640 

$1,156,638,449 


Net earnings for the year - 30,950.269 

Less appropriation for inventory price decline - -- -- -- -- -- 8.000,000 

Balance of earnings unappropriated - -- -- -- -- -- g 22,950,269 


$ 28.026,342 

9,500,000 
$ 18,526,342 


tFedersI inenine and excess profits taxes payable were reduced $363,000 and $2,555,000 for the fiscal years 1947 and 1946, respectively, by 
reason of deductions for tax purposes of refinancing coau and (in 1946 only) retroactive bonus to employees. There have been included, in 
the above consolidated earnings statement, charges for the portions of the refinancing costs and retroactive bonus to employees 
which are equivalent to the reduction in income taxes resulting from these particular transactions; the remainder of such refinancing costs 
and retroactive bonus to employees was charged against unappropriated earnings employed in the business. 

*See note to financial statemenu. 
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ARMOUR AND COMPANY (An Illinois Corporation) AND SUBSIDIARIES 

CONSOLIDATED STATEMENT OF CAPITAL AND PAID-IN SURPLUS 
AND EARNINGS EMPLOYED IN THE BUSINESS 

FOR THE FIFTY-TWO WEEKS ENDED NOVEMBER 1. 1M7 

Cspiul 
•nd Paid-in 
Suiplua 

Balance, November 2,1946, a* adjusted - - ----- - 939,196,636 

Net eaminga ---------------- — 

Dividends paid on: 

16 Prior Preferred Stock, 129.50 per share ------ — 

7% Preferred Stock, $68.25 per snare - -- -- -- — 

Charges for premiums paid and other expenses ugregating 
$956,221 in connection with redemption of 3^% Debentures 
due Ma^ 1, 1971, less an estimated $363,000 reduction in 
Federal income taxes attributable thereto ------ — 

Transfer in accordance with requirements of Indenture relating to 

Debentures due Nov. 1, 1972 issued during the year - — 

Excess of equity in net earnings of Winslow Bros. & Smith Co. over 

dividends received from that company ------- 1,374,963 

Transfer of post-war refund of British excess profits tax (restricted 

as to dividends) to capital and paid-in surplus - - - - 42,611 

Restoration of appropriation for New York state workmen*s com¬ 
pensation insurance to unappropriated earnings - - - - — 

Premium on purchase for redemption of 12,490 shares of $6 Prior 
Preferred Stock, and premium of $15 per share paid in con¬ 
nection with call for redemption of 20,506 shares of $6 Prior 
Preferred Stock and 33,715 shares of 7% Preferred Stock - - 982,783 

Appropriation, in accordance with requirements of 2^% Series F 
bond indenture, for cost of preferred stock retire during the 
year—$7,817,857 less $163,974 thereof charged to unappro¬ 
priated earnings above - -- -- -- -- -- — 

Balance, November 1, 1947 - - -- -- -- -- -$39,631,427 

tincludes $13,700,000 classified as reserves in last year’s published accounts. 

*See note to financial statemenu. 


Note to financial statements: 

During 1947 the Company adjosted its accounts to reflect a revised and more extensive application of the ”lsat-in, first-out” bMis of 
pricing inventories. Subject to final review and acceptance, the principles followed in making the adjustments have been sfrwd to by the 
Bureau of Internal Revenue. As required by the income tax regulations, the adjustments have been applied retroactively to November 2 , 
1940 , the date of the adoption of the ”laat-in, first-out” basis. The resulting adjustments affecting the period prior to the 1947 y®" 

have been applied to the accompanying financial statements as at November 2,1946 as follows: working capital has been reduced $ 7 , 159 , 573 , 
long term receivables have been increased $ 2 , 783,962 and unappropriated earnings employed in the business have been reduced $43>5, 611 . 
By fiscal years the total reduction in earnings is the net of: reductions of 12 , 194 , 716 , 1447 , 018 , $ 85,555 and $ 2 , 264,786 in the years 1941 , 
1942 , 1944 and 1946 respectively: an increase of $ 569,368 on November 2 , 1940 and increases of $ 34,477 and $ 12,619 in the years 1943 
and 1945 respectively. 


ACCOUNTANTS’ REPORT 

To the Board of Directors oj Armour and Company: 

We have examined the consolidated statement of fingncial position of Armour and (Company (an Illinois eorporation) 
and its subsidiaries as of November 1,1947 and the related consolidated statements of earnings and of capital and paid-in 
surplus and earnings employed in the business for the fiscal year then ended. Our examination was made in accordance 
witn generally accepted auditing standards and included such tests of the accounting recorda and other supporting evidence 
and such other procedures as we considered necessary in the circumstances. 

In our opinion, the accompanying consolidated financial statements, supplemented by etatements of foreign assets, 
current liabilities and earnings, present fairly the consolidated financial position of Armour and Company (an Ilfinois cor¬ 
poration) and its subsidiaries cpnsolidated as of November 1, 1947 ana the results of their operations tor the fiscal year 
then ended, in conformity with generally accepted accounting principles applied (except for tne change referred to in the 
above note to financial statements, which we approve) on a basis consistent with that of the preceding fiscal year. 

Chicago, January 3,1948. PRICE, WATERHOUSE A CO. 
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INTERMEDIATE ACCOUNTING 


MERRILL LYNCH. PIERCE. FENNER R REANE 


‘&e€M Sttded ‘i94f6 


Incom* from opcrotioni. 

Oporoting oxponMt . 

Not profit oflor operating oxponMi. 

Intorott on capital. 

lonwm to omployaa*. 

Contribution to Employnai* Frofit Shoring 
Flan. 

Nat income ovoilable to Fartnert. 

Choritable and educotionol contribution! 
Eitimoted Federal income loxei of the 
Fortnerc bated on their thoret of the 
income...... 

laiance of net income. 


IF4F 

$22,377^11.15 

19.226.094.31 

$ 3.151.417.54 
112712.16 
357.630.92 

153.19l.5t 

$ 1.127.952.11 
61.249.00 


1.100.000.00 

$ 659703.11 


1946 

$29423.66I.11 

10464.559.69 

$ 1.969.101.42 
795449.61 
1.351.121.05 

606,217.96 

I 671644973 
219.191.95 


5400400.00 
$ 9967577$ 


34 , 4947 


ASSETS 

CURRENT ASSETS: 

Coih in bonkt and on hond... $ 13,172.101.00 

Segregated under the Commodity Exchange 
Acii 

Caih on depotit. 16434,230.43 

United States Government securitiei->-ot 
face valuei 

Deposited with commodity cleoring 

associations . 3,150,000.00 

Deposited with custodian bonk. 10,150.000.00 

Cosh deposit! with exchange clearing 

ossociotiens . 2,267702.23 

Oepotift on account of securities borrowed . 164.200.00 

Receivable from other brokers or deelerti.... 

Securities sold but net yet delivered. 5,i43.i46.t5 

Equities in commodity occeunts. 234.951.32 

Receivable from custemersi 

Cosh accounts (since cleored). 6.114,345.71 

Secured occeunts. 55426430.42 

Commodity trade accounts. 116,195.54 

Securities owned by F!rm~^t market voluei 

United States Government . 29,661461.99 

States. 5441.42175 

Other. 623.651.92 

MIscelloneous current ossets . $95,991.47 


TOTAL CURRENT ASSETS. $150,2$1,165.70 

OTHER ASSETS: 

Memberships in exchonges-~ot morhet voluo 624.$67.S0 

Office equipment (depreciated value). 54775$.$4 

Prepaid expenses. 69,2$3.3t 

Sundry receivables. 644$7.S4 


LIABILITIES 


CURRENT LIAtlLITIES: 

Money borrowed from bonks. None 

Depositsof other brokers for securities looned $ 13,104.300.00 
Foyobie to other brokers or deolers: 

Securities bought but not yet received. 4475.266.40 

Foyobie to customers! 

Credit bolances. 71,1354$5.24 

Cosh occeunts (since cleared).. 241$i4$1>1$ 

Secured occeunts. $426414.73 

Equities in commodity occeunts. 31432.96974 

Securities sold but not yet purchosed—rat 

market value. 311,02$. 12 

Dividends and interest payable. 29$,964.62 

Miscellaneous current liabilities. 1406.119.04 

General Fartners’ credit balances . 2.909416.09 

TOTAL CURRENT IIARIIITIES.$136,11$.145.16 

RESERVE—For contingencies . $69417.73 


CAPITAL FUNDS: 

Subordinoled notes . $ 1.90040040 

Net worth. 12700.000.00 14400400.00 


TOTAL 


TOTAL 


$1514$7762.$9 


$15I4$7762.$9 
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CONSOLIDATED 

STATEMENT STANDARD OIL COMPANY OF CALIFORNIA 

OF INCOME YEAR 1947 


Gross Operating Income: 

Sales of products and merchandise and revenues from other operations 
(after deducting State sales and motor fuel taxes and Federal gasoline 

and lubricating oil taxes in the sum of $79«848J36). 8530431»d(S7 

Operating Charges: 

C>>st of products and merchandise sold and other operating costs^ in* 
eluding marketing, general and administrative expenses (exclusive 


General taxes (exclusive of State sales and motor fuel taxes and Federal 
gasoline and lubricating oil taxes treated as a reduction of gross 

operating income, and Federal taxes on income). 17,568,538 

Provision for depreciation, depletion and amortization. 44,910^56 

Exploration expenses and costs of unproductive wells ...... 15,371,522 413,123,916 

other Income: 

Dividends from associated companies operating in 

foreign countries (Note 2).S 13,617,365 

Dividends from affiliated companies (Note 2). 1,2S>6,981 

Other dividends. 1,290,740 

Rents, interest and miscellaneous items. 1,664,968 17^70,054 

other Dednetions: iiSSTO 

Provision for loss on exploratory activities 


contingencies—^general (Note 3). 6,000,000 S 5,000,000 

Interest on long term debt. 1,006,245 

Losses (net) of wholly owned subsidiary companies operating 

in foreign countries (Note 1). 648,625 

Miscellaneous. 454,360 7,109,230 

$127,768,575 

Provision for Federal Taxes on Income (Estimated) (Note 4) . . 20,500,000 

Income Carried to Earned Surplus . $107,268,575 


CONSOLIDATED STATEMENT OF SURPLUS year i947 

Surplus at Beginning of Year: 

Capital surplus.$166,679,359 

Earned surplus. 154,055,429 $320,734,788 

Adjtistment^^harge: 

Earned surplus: 

Charges in connection with the annuity plan (Note 5). 1,943,400 

$318,791,388 

Income for the Year . 

$426,059,963 

Dividends ( $3 •20 per share in cash) . 41,612,650 

Surplus at End of Year: 

Capital surplus.$166,679359 

Earned surplus (See note on Balance Sheet). 217,767,954 

$384,447313 

(Ste accemfanyiof notes to financial ttaiemants.) 
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INTERMEDIATE ACCOUNTING 


CONSOLIDATED 
BALANCE SHEET 

DECEMBER 31. 1947 


ASSETS 


Current Assets: 

Gish in banks and on hand.S 16,022,592 

U. S. Government securities, at cost. 4,156,175 

Accounts receivable—U. S. Government. 7,171,478 

Accounts and notes receivable—trade (less reserve) . 62,480,507 

Other accounts and notes receivable (less reserve). 4,749,582 

Inventories: 

Crude oil and products, at cost which is below market. 43,938,389 

Other merchandise, at cost.. 3,879,827 

Materials and supplies, at or below cost. 17,092,791 


Long Term Accounts a fid Notes Receivable (Less Reserve) . . . 


$189,491,341 

3,161,349 


Securities of and Advances to Companies Operating in ForeigmCountries: 

Wholly owned subsidiary companies, at book value of net assets 

(less reserves) (Notes 1 and 3).$ 37,915,013 

Associated companies (50% owned or less), at cost. 11,647,263 49,562,276 


Securities of and Advances to Companies Operating in the United States: 

Affiliated companies (over 50% owned), at or below cost (Note 2). . . $ 10,638,687 

Associated companies (50% owned or less), at or below cost: 

Pacific Public Service Company.$3,963,573 

Other companies. 1,844,469 5,808,042 

Other security investments, at or below cost.^ ! ! . 2,351,771 18,798,500 


Fixed Assets: 

Properties, plant and equipment, at values approved by the Directors at 
organization in 1926, plus subsequent additions at cost (less reserves) 


' Groxs Book 

Department Value 

Producing.$ 713,037,593 

Natural ^soline .... 17,986,477 

Pipe Line. 41,691,046 

Manufacturing. 165,255,923 

Marine. .36,021,728 

Marketing. 90,596,001 

Motor Transport .... 11,358,127 

Other. 22,320,187 


Total.$1,098,267,082 


606,011.265 

Set Book 
Value 

$400,984,590 
7,604,559 
16,707,276 
76,986,206 
26,189,590 
54,878,386 
6,356,266 
16.304,392 
$492,255,817 $606,011,265 


Depreciation, Depletion 
and Amortization Reserves 

$312,053,003 

10,381,918 

24,983,770 

88,269,717 

9,832,138 

35,717,615 

5,001,861 

6,015,795 


Prepaid and Deferred Charges: 

Prepaid royalties.$ 926,704 

Prepaid taxes. 4,384,281 

Other prepaid and deferred charges. 3,849,548* 


9,160,533 

$876,185,264 


(See accompanying notes to financial statements.) 
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STANDARD ,OIL COMPANY OF CALIFORNIA 


LIABILITIES 


Current Uabilities: 


Accounts payable, etc., general. 

Payable to trustee under the annuity plan (Note 3). 

Accrued interest on long term debt. 

State motor fuel taxes payable. 

Federal excise taxes payable. 

Federal taxes on income for 1947 (estimated) (Note 4). 

Other accrued taxes payable. 

$ 43,930363 
6,000,000 
418,031 
5.396,451 
2,371.544 
20,300,000 
7,600,566 

S 86,217,537 

JJability to Annuitants Not Included in Company*s 

Annuity Plan (Estimated) (Note 3) . 


1392,000 

Long Term Debt: 



2^% Debentures due August 1, 1966 . 

Loans from banks to be renewed on due date, August 1, 1948 .... 
Obligations of subsidiary companies. 

$ 23,000,000 
13,000,000 
4,796,559 

44,796,359 

Deferred Credits . 


494,972 

Reserves: 



General insurance reserve... 

Reserve for employees’ benefits. 

Reserve for contingencies—^general (Note 3). 

Reserve for contingencies—prior years’ taxes on income, etc. (Note 4) . 

$ 15,739,794 
2,060,000 
6,600,000 
9,438,244 

33338,038 


Capital Stock and Surplus: 

Capital Stock: 

Authorized—13,000,000 shares, no par value 

Issued—13,003,953 shares, stated value $23 per share.$323,098325 

Surplus (see accompanying statement): 

Capital surplus.$1 (>6,679,339 

Earned surplus (of this sum $28,614320 was carried 
forward from predecessor company). 217,767,954 384,447,313 


709,546,138 

$876,183,264 


(See accompanying notes to financial statements.) 
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INTERMEDIATE ACCOUNTING 


NOTES TO FINANCIAL STATEMENTS 


1. PRINCIPLES OF CONSOLIDATION 

It is the practice of the Company to consolidate ha 
accounts with those of wholly owned subsidiary com« 
[wnies operating in the United States and its posses* 
sions. The investment in wholly owned subsidia^ 
companies operating in foreign countries is carried in 
the consolidated balance sheet at the book value of 
the underlying net assets, less reserves, and the profits 
or losses of these companies are included in the con* 
solidaced statements of income and surplus. Items 
recorded in foreign currencies have been expressed 
in United States dollars as follows: 

Current and working assets and liabilities have been 
converted at rates of exchange in effect at the 
close of the year, and investments and fixed assets 
at rates in effect when acquired: depreciation has 
been calculated on the United States dollar cost 
of properties. Profits and losses have been con* 
verted at average rates of exchange during the 
year and, together with unrealized profits or losses 
from the conversion of assets and liabilities as 
described above, are included in the statement 
of income. 

2. AFFILIATED AND ASSOCIATED COMPANIES 

The Company’s interest in undistributed profits of 
unconsolidated affiliated companies has increased 
.<4,875,5 M (net) since acquisition: its interest in their 
1947 profits (net) exceeded dividends received from 
them during the year by 51,253,611. 

The Company’s interest in the estimated 1947 profits 
(net) of (a) Arabian American Oil Company and (b) 
associated companies which are owned 50% by the 
Company and, in each case, 50% by another single 
interest, exceeded dividends received from such com* 
pantes during the year by $27,022,865. The interest 
in the 1947 profit of Arabian American Oil Company 
has been computed as if Standard Oil Company (New 
Jersey) and Socony*Vacuum Oil Company, Inc. had 
become shareholders under the subscription agree* 

. ments which they have with Arabian American Oil 
Company. 

Undistributed profits which may be received as divi* 
dends from the above companies will be subjea to 
taxes under laws prevailing at the time of distribution. 

3. RESERVE FOR CONTINGENCIES—GENERAL 

During the period from 1943 to 1945 a reserve was 
provided by charges against income to cover contin* 
gencies which might arise from operations under con* 
ditions which prevailed during those years, including 
losses which might result from accelerated exploratory 
work undertaken by subsidiary companies in foreign 
countries in efforts to meet added requirements. Ex* 
ploratory activities are continuing but results are 
indefinite; however, certain of such aaivities are 
not expected to lead to commercial produaion and 
$6,000,000 was transferred in 1947 from the reserve 
and applied as a reduction of investment in those 
subsidiary companies. 

4. TAXES 

The amount of additional liability for Federal and 
State taxes on this and prior years’ income, which may 
result from the final interpretation of tax laws and 
regulations, is not presently determinable. The reserve 


of $9,438,244 at December 31, 1947 should be suffi¬ 
cient to meet such contingencies. 

No provision has been made for income taxes which 
may be payable on distribution of profits of certain 
wholly owned subsidiary companies operating in 
foreign countries whose profits are included in the 
consolidated statements of income and surplus. 

5. ANNUITY PLAN OF THE COMPANY AND 
PARTICIPATING SUBSIDIARIES 

Tlie actuarial estimate of the liability as at December 
31, 1947 for life annuities payable direaly by the 
Company to employees retired prior to December 1, 
1933, who are not covered by the present Annuity 
Plan, was $1,292,000, as shown in the balance sheet. 

A payment of S6,000,(X)0 to Bankers Trust Com¬ 
pany on January 9, 1948, authorized and accrued in 
the accounts in 1947, together with funds held by 
that company and The Prudential Insurance Com¬ 
pany of America on December 31, 1947 amounted to 
$36,483,000. This amount exceeded by 55,253,000 the 
estimated liabilities under the present Plan for annu¬ 
ities payable directly by the Company to retired em¬ 
ployees and as to employees who had attained 25 or 
more years of credited service; such liabilities repre¬ 
sent only the legal liabilities and not potential liabil¬ 
ities as to employees who have not attained 25 years 
of credited service, since their annuity benefits may 
be modified or completely terminated under certain 
conditions. 

The Company proposes to liberalize the Annuit) 
Plan effective January 1, 1948 which will result in a 
substantial increase in the Company's liability. 

Disbursements of $640,400 during 1947 to annui¬ 
tants plus contributions of $6,001,000 to annuity funds 
paid or accrued in December 1947 totalled $6,641,400 
Of this amount, 54,505,000, the actuarial estimate of 
the accrual for services during the year of active em¬ 
ployees, was charged against income, and the balance, 
$2,136,4()0, less S193,()00 (the reduction during 1947 
in the estimated liability to annuitants not included in 
the present Plan), a net amount of 51,943,400, was 
charged to earned surplus. 

6. CONTINGENT LIABILITIES 

At December 31, 1947 the Company had contingent 
liabilities of $38,500,000 as guarantor of notes of 
associated companies operating in foreign countries— 
525,000,000 for the account of Overseas Tankship 
Corporation and 513,500,000 for the account of Trans- 
Arabian Pipe Line Company. In connection with the 
latter company additional guarantees of $24,000,000 
may be required. 

The Company and its subsidiaries have certain other 
contingent liabilities (in addition to those in Notes 4 
and 5) in respect of litigation, claims, commitments 
and as guarantor of notes and contraas. Officials of 
the Company are of the opinion that such contingent 
liabilities will not result in any significant financial 
liability in relation to the net assets of the Company 
and its subsidiaries. 

7. RENEGOTIATION 

Agreements have been entered into with the RFC 
Price Adjustment Board for the years 1944. and 1945. 
No refunds have been required from the Company for 
chose or prior years covered by the Renegotiation Act. 
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Account form of balance sheet, 4 
Accounting, and business. 2; and 
the corporation, 2; cycle, 44; 
equation, 4; for returnable con¬ 
tainers, 226; process, phases of 
the, 26; principles, accepted, 1 
Accounting process, definition of, 
44; illustrated, 56; steps in 
the, 66 

Accounting statements, tee Bal¬ 
ance sheet, Statement of profit 
and loss. Statement of surplus. 
Statement of changes in capi¬ 
tal, and Statement of appli¬ 
cation of funds 

Accounts, adjusting the, 30; and 
the ledger, 26; aasses of, 27; 
controlling, 29: form of, 28; 
mixed, 27; nominal, 27; real, 27 
Accounts payble, current, 279; 
ledger, 28 

Accounts receivable, 119; age of, 
468; assignment of, 126: ledger, 
28;turnover, 857 
Accrual basis vs. cash basis, 43 
Accrued depreciation, 211 
Accrued expense, 31; accounting 
for, illustrated, 32; correcting 
entry for failure to record, 380 
Accrued income. 32; accounting 
for, illustrated, 33; correcting 
entry for failure to record, 377 
Accrued payroll account, 611 
Accrued receivable, 120 
Accumulation, compound-inter¬ 
est or scientific method of, 186; 
of bond discount, 186, 189; 
schedule, fund, 199; straight- 
line method of, 186 
Acid-test ratio, 466 
Acquisition of plant and equip¬ 
ment, 212-218 
Additional markup, 164 
Addition to plant and equip¬ 
ment, 219 

Adjusting entries, 30, 76; com¬ 
pilation of data for, 66; on the 
work sheet, 66-70 
Adjustments, working paper, for 
statement of application of 
funds, 484, 486, 492 
Advances to subsidiaries as in¬ 
vestments, 203 

Age, of merchandise, 460; of 
receivables, 468 
Aging receivables, 121 
Allowances, sales returns and, 
Journal, 66 

Amortization, 254; cost, and 
asset depreciation, 30; com¬ 
pound-interest or scientific 
method of, 186; of bond 
interest, 289; of bond premium, 
186, 188; of leaseholds, 264; 
of serial bonds by bonds-out- 
standing method, 294; straight- 
line method of, 186 
Analysis, statement, 423 
Analysis sheet, to show effects of 
errors on statements. 382. 383 
Application of funds, statement 
of, see Statement of applica¬ 
tion of funds 

A^ralsals, depreciation through. 

Appraisal surplus, 345, 348 
Appraisal values, depreciation 
based on, 245; for assets, 240; 
on the balance sheet, 247 
Appreciation, asset, recorded on 
books, 242; depreciation on 
asset, 244 

A^ropriated earned surplus, 11, 


Appropriated surplus, 365 
Arbitrary-diminishing-rate-ap- 
plied-to-cost method of de¬ 
preciation. 224 

Asset appreciation, 242; deprecia¬ 
tion on, 244 

Asset depreciation and cost 
amortization, 30 
Asset devaluation, 241 
Asset productivity rate, 467 
Asset records, plant, 228 
Assets, changes in estimates of 
life of, 237; current, 4; fixed, 
see Plant and equipment; in¬ 
tangible, see Intangible assets; 
noncurrent or fixed, 4, 6, 8; 
other, 7; quick, 456; ratio of 
sales to, 466; total, rate earned 
on, 467; turnover rate, 465 
Assignment of accounts receiv- 
aMe, 126 

Authorized stock, recording, 322 
Average depreciation rate, 25 
Average excess earnings, capitali¬ 
zation of, 260 
Average inventory, 460 
Average method of calculating 
inventory cost, 149 
Average net earnings, capitali¬ 
zation of, 259 


Bad debts, collection of accounts 
written off as, 123; loss from, 
31, 121; reserve for, 31, 121 
Balance form of account, 28 
Balance sheet, 2, 3, 4; account 
form of, 4; appraisal values on 
the, 247; bond discount on, 
288; capital stock and surplus 
on, 346; cash, temporary 
investments, and receivables 
on, 133, 134; classified, illus¬ 
tration of, 6, 7; common-size, 
436; condensed comparative, 
427, 434; contingent liabilities 
on, 303; corrected, 390; for a 
manufacturing company, 628; 
from incomplete data, 409; 
illustrated, 72, 73; intangible 
assets on. 254; inventories on, 
174; investments on, 204; 
liabilities on, 303; net worth 
on, 361; notes accompanying, 
364; other measurements of, 
465; preparation of, 72; prepa¬ 
ration of, from incomplete 
data, 402; report form of, 4; 
secret reserves on, 316; tem¬ 
porary investments on, 112; 
working papers for corrected, 
390 

Bank balances, reconciliation of, 
102 

Banker’s ratio, 464 
Bank reconciliation statement, 
104, 105 

Base stock method of valuing 
inventories, 155 

Betterments, changes in asset 
cost through, 239; to plant and 
equipment, 218 

Blanket-rate method of deprecia¬ 
tion, 226 

Bond discount on balance sheet, 
288 

Bond indenture, 285 
Bond interest, and amortization 
procedures, 289; times require¬ 
ments were earned, 468 
Bond issue, recording the, 286; 

refunding a, 299 
Bond reserves, 367 
Bond refunding, 299 
Bonds, accounting for long-term 
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investments in, 187-192; ac¬ 
cumulation of discount on, 
185; amortization of premium 
on, 185: as current liabilities, 
280; callable, 297; classifica¬ 
tion of, 183; convertible, 298; 
coupon, interest on, 289; dis¬ 
count on, 184, 289; entries for 
temporary investment in, 108, 
109; income, 286; in security 
units, sale of, 329; interest on. 
Federal income tax method of 
reporting, 190; investments in, 
183; long-term, 286; premium 
on, 184, 289; reacquired, 292; 
recording sale of, 286; serial, 
294; subscriptions for, 287; 
term, 294; treasury, 292; yield 
of, 184 

Bond sinking fund, accounting 
for, 199; reserve for, 202 
Bonds payable, accounting for, 
291; in lump sum at single ma¬ 
turity date, 293 

Bonds-outstanding method of 
amortization, 294, 296 
Book inventory, see Perpetual 
inventories 

Bookkeeping, cycle, 44; systems, 
26 

Books of original entry, 26, 26 
Book values, 211; per share of 
stock, 463 

Break-even point, 440 
Buildings, 210; see also Plant 
and equipment 
Burden, sos Overhead 
Business, accounting and, 2; 
papers or vouchers, 26; trans¬ 
actions, 26; year, natural, 461 

C 

Callable bonds, 297 
Capital, charge, 211; statement 
of changes in, 3, 15; statement 
of reconciliation of, 15; sum¬ 
mary of changes in, 409 
Capital surplus, 10, 346 
Capitalization, of average excess 
earnings, 260; of average net 
earnings, 269 

Capital stock, 10; sso also Stock; 
authorized, recording, 322; 
issuance of, illustrated, 321; 
nature of, 314; recording issu¬ 
ance of, 318; subscription de¬ 
faults, 322 

Cash, and current position, mis¬ 
representation of, 106; com¬ 
position of, 97; control of, 98; 
discounts, 144; dividends, 280. 
361; double record of, 100; 
funds, imprest system of, 101; 
on the balance sheet, 133, 134; 
nature of, 97; overdrafts, 107; 
payments records, 59; petty, 
see P«i4ty cash; receipts rec¬ 
ords, 65, 67; use of receivables 
for procurement of, 124 
Cash basis vs. accrual basis, 43 
Charges, deferred, 6, 6, 264 
Check, internal, 98; kiting, 98 
Check register, 61; posting from 
the, 62 

Coinsurance, 266 
Close corporation, 313 
Closing entries, 30, 76, 78 
Collateral trust bonds, 183 
Common equity, ri^e earned on, 

469 

Common-size statements, 435, 
Common stock, 318; hook vinie 
of, 464; earnings per share on, 

470 

Comparative balance sheets, 
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detennination of profit or loss 
from, 402 

Comparative statements, hori¬ 
zontal analysis of, 425; vertical 
analysis of, 432 

Composite depreciation rates, 
226 

Compound-interest method, of 
amortization and accumula¬ 
tion, 186; of bond interest 
amortization, 290 
Consignment, merchandise on, 
as part of inventory, 143 
Construction, acquisition of 
plant and equipment by, 216 
Containers, 211; returnable, 226 
Contingent liabilities, 9, 302; on 
notes receivable discounted, 
129 

Contract rate of interest on 
bonds, 184 

Controlling account, 29 
(Conversion, accounting for, 298 
Convertible, bonds, 298; pre¬ 
ferred stock, 317 
Copyrights, 256 

Corporation, accounting and the, 
2; changing a partnership into 
a, 332-336; domestic and 
foreign, 313; formation, 313; 
open and close, 313; organi¬ 
zation expense, treatment of, 
263; public and private, 313; 
stock and nonstock, 313 
Correcting entry, 376; for failure 
to record accrued expense, 380; 
for failure to record accrued 
Income, 377; for failure to 
record deferred expense, 377: 
for failure to record deferrea 
Income, 379; for failure to 
record depreciation, 381; for 
misstatement of merchandise 
inventory, 376; for misstate¬ 
ment of merchandise pur¬ 
chases, 376; for overstatement 
of deferred expense, 378; for 
overstatement of deferred in¬ 
come, 384 

Correction, of statement of prior 
years, 387; of surplus, 384 
Cost, amortization and asset 
depreciation, 30; estimated 
inventory, 161-173; inventory, 
144, 146; ledger, 612; method 
of carrying investment in stock 
of a subsidiary, 192; of goods 
completed and transferred 
from factory to stock, 170, 
173; of goods in process inven¬ 
tory, 170, 173; of latest pur¬ 
chases method of valuing 
inventories, 165; valuing in¬ 
ventories by using gross profit 
as percentage of, 162 
Cost accx)untmg, defined, 509; 
general application of, 633; 
illustration of factory job 
order, 519 

Cost of goods manufactured, 11; 
statement of, 75 

Cost of goods sold, 11, 174; cal¬ 
culated from Incomplete data, 
404; comparative schedule of, 
427; section of statement of 
profit and loss, 14 
Cost or market, whichever is 
lower, 11, 144; inventory at, 
152 

Costs, flow of, 509; processing, 
169 

Coupon bonds. Interest on, 289 
Credit, 26 

Credits, deferred, 8, 300 
Cumulative preferred stock, 316 
Current assets, 4; comparative 
schedule of, 428 
Current liabilities, 4. 7, 279 
Current ratio, 454 
Cyde, accounting, 44 


D 

Dated earned surplus, 350 
Dates, essential dividend, 354 
Daybook, 401 
Debenture, 184 
Debit, 26 

Debt, long-term, 8, 285 
Defaults, stock subscription, 322 
Deferred charges, 5, 6, 264 
Deferred credits, 8, 300 
Deferred expenses, 33; correcting 
entry for failure to record, 377; 
correcting entry for overstate¬ 
ment of, 378; recorded by 
original debit to an asset ac¬ 
count, 34; recorded by original 
debit to an expense account, 
34; short-term, 265 
Deferred income, 34; correcting 
entry for failure to record, 379; 
correcting entry for overstate¬ 
ment of, 384; recorded by 
original credit to an income 
account, 34; recorded by 
original credit to a liability 
account, 35; short-term, 300 
Deficit, 11 

Departmentalization of over¬ 
head, 515 

Departments, productive and 
service, 515 
Depletion, 219, 220 
Depreciation, 219; accrued, 211; 
arbitrary-dimlnlshing-rate- 
applied-to-cost method of, 224; 
average, blanket-rate, or com¬ 
posite method of, 225; based 
on appraised values, 245: based 
on cost, 244; calculated from 
Incomplete data, 407; changes, 
cost and, 237; correcting entry 
•for failure to record, 381; cost 
amortization and asset, 30; 
fixed-percentage-a p p 1 ie d-t o- 
diminishing-bo OK-value 
method of, 224; methods, 220; 
on asset appreciation, 244; on 
changes In asset cost through 
betterments, 239; on plant and 
equipment disposals, 226; out¬ 
put method of, 223; overstate¬ 
ment of, 238; productive-hours 
method of, 222; rates, average 
or composite, 226; reducing- 
charge methods of, 223; re- 
ducing-fraction or sum-of-life- 
periods method of, 223; 
straight-line method of, 221; 
through appraisals, 26; under¬ 
statement of, 237 
Devaluation, asset, recorded on 
books, 241 

Dies, patterns and, 210 
Direct labor, 142 
Direct materials, 141 
Discount, 127; cash, 144; on 
bonds, 184, 289; on bonds, 
accumulation of, 185; period, 
calculation of, 127; trade, 144 
Discounting customers’ notes, 
127 

Discovery, acquistion of plant 
and equipment by, 217 
Distribution of overhead, sched¬ 
ule of, 530 

Dividends, 350; cash, 351; cash, 
as current liabilities, 280; 
extra, 354; formal announce¬ 
ment of, 354; liquidating, 197, 
353; on no-par stock, 354; 
preferred, 353; preferred, times 
requirements were earned, 468; 
property, 352; scrip, 351; 
source of, 355; stock, 193, 351 
Domestic corporation, 318 
Donation, treasury stock, 327 
Double-entry bookkeeping, 401; 
change from single-entry to, 
412 


E 

Earned surplus, 10, 345, 349; 
see also Surplus; appropri¬ 
ated, 11, 345, 355; compara¬ 
tive statement of, 428, 434; 
dated, 350; reserves, 11; state¬ 
ment of, illustrated, 16, 17; 
statement of profit and loss 
and, 17; unappropriated, 11, 
345 

Earnings, average excess, capi¬ 
talization of, 260; average net, 
capitalization of, 259; distri¬ 
bution of, to creditor and 
ownership equities, 470; per 
share on common, 470 
ElTective rate of interest on 
bonds, 185 

Equipment, 5, 210; see also 
riant and equipment 
Equity, method of carrying in¬ 
vestment in stock of a sub¬ 
sidiary, 192; rate earned on 
common, 469; trading on the, 
462 

Equivalent whole units, 170, 173 
Errors, see also Misstatement; 
analysis sheet showing effects 
of, on statements, 382, 383; 
and their correction, 374-390: 
classification of, 375 
Estimated inventory costs, 161- 
173 

Estimated liabilities, 9, 301 
Estimated life of assets, changes 
in, 237 

Excess earnings, average, capi¬ 
talization of, 260 
Exchange, acquisition of plant 
and equipment by, 213; in¬ 
come tax requirements for, 214 
Expense ledger, 29 
Expenses, accrued, 31; calcu¬ 
lated from incomplete data, 
405; deferred, 33; operating, 
14; other, 14 
Ex-rights, 195 
Extra dividends, 354 
Extraordinary gains and losses, 
15 

Extraordinary repairs to plant 
and equipment, 219 

F 

Factors, 125 

Factory overhea<i, see Overhead 
Federal Insurance (Contributions 
Act, 282 

F’ederal Social Security Act, 283 
Federal unemployment insur¬ 
ance, 283 

Federal Unemployment Tax Act, 
283 

Flfo (first-in, first-out) method 
of calculating inventory costs, 
147 

Finance companies, assignment 
of rec^eivables to, 125 
Financial ratio, 469 
Financial statements, notes ac¬ 
companying, 364 
Finished goods, 142; account, 
513; ledger, 613 
Fire loss, 269 

First-in, first-out (fifo) method 
of calculating inventory cost, 
147 

First-mortgage bonds, 183 
Fixed assets, 4; see also Plant 
and equipment; sound value 
of, 240 

Fixed asset turnover, 466 
Fixed charges, 440 
Fixed liabilities, 4, 8 
Fixed overhead expenses, 616 
Fixed-percent age-applled-to- 
dimlnlshlng-book-value 
method of depreciation, 224 



INDEX 


595 


Fixed tangibles, 210 
Flow of costs, 509 
Fluctuating fund method for 
petty cash, 102 
Foreign corporation, 313 
Formulas, 267 
Franchises, 256 
Free earned surplus, 345 
Fully participating preferred 
stock, 317 

Funds, accounting for, 190; 
accumulation schedule, 199; 
and reserves, 202; applications 
of, 483; kinds of, 198; sources 
of, 482; statement, see State- 
ment of application of funds 


G 


Gains and losses, extraordinary, 
15 

General Journal, 26, 62, 63 
General ledger, 28 
Gift, acquisition of plant and 
equipment by, 217 
Goods in process, 141; accounts, 
512; inventory, cost of, 170, 
173 

Goodwill, 258; calculation of, 
258-262 


Gross profit, as percentage of 
cost, 162; as percentage of 
sales, 161; method of inventory 
valuation, 161; or gross margin 
on sales, 11; schedule of analy¬ 
sis of variation of, 438, 439 


H 

Holding company. 192 
Horizontal analysis, extension of, 
453; of comparative state¬ 
ments, 425 


I 

Imprest system of cash funds, 101 
Improvements, leasehold, 263; 

to plant and equipment, 219 
Income, 11; accrued, 32; bonds, 
286; calculated from Incom¬ 
plete data, 405; deferred, 34; 
other, 14 

Income statement, see State¬ 
ment of profit and loss 
Income tax, provision for, 15; 

withholding, 284 
Income tax requirements, for 
acquisition of plant and equip¬ 
ment by exchange, 214; for 
understatement and overstate¬ 
ment of depreciation, 238 
Incomplete data, preparation of 
balance sheet from, 402; prep¬ 
aration of statement of profit 
and loss from, 403 
Incorporating a partnership, 
332-336 

Indenture, trust. 198 
Indirect materials, 141 
Inheritance of interest in an 
estate recorded as an invest¬ 
ment, 203 
Insurance, 266 

Insurance policies on executives, 
investments in» 203 
Intangible assets, 5; amortiza¬ 
tion of, 254; nature of, 2.53; on 
the balance sheet, 264; valua¬ 
tion of, 253 

Intentional misstatements, 374 
Interest, bond, classification of, 
184; Federal income tax 
methods of reporting, 190; 
times requirements were 
earned, 468 

Interest-bearing note, proceeds 


of discounting an, 128,132,133 
Interest charge for short-term 
notes, calculating, 127 
Interest method, 6%, 127, 128 
Interim statements, 81 
Internal, check, 98; transactions, 
25 


Inventories, 36; adjustment for, 
70, 71; at cost or market, 
whichever is lower, 162; aver¬ 
age method of calculating 
costs of, 149; composition of. 
141; costs of, 144; estimated 
costs of, 161; flrst-in, first-out 
(flfo) method of calculating, 
147; gross profits method of 
valuing, 161; in measurement 
of profit, 142; items to be in¬ 
cluded in, 143; last-in. first-out 
(lifo) method of calculating, 
148; nature of, 141; on the 
balance sheet, 174; other 
methods of valuing, 154, 156; 
rierpetual or book, see Per- 
f)ctual inventories; physical, 
see Physical inventories; rela¬ 
tive sales value method of 
valuing, 167; retail Inventory 
method of valuing, 163; valua¬ 
tion of, 144, 168 

Inventory, age of, 460; analysis, 
merchandise, 459; average, 
460; cost of goods in process, 
170, 173; methods, 142; turn¬ 
over, merchandise, 459 

Investments, 5; classification of, 
182; in bonds, 183; in long¬ 
term notes and mortgages, 191; 
in stock of subsidiaries, 
methods of carrying, 192; long¬ 
term, composition of, 183; 
long-term, in bonds, account¬ 
ing for, 187-192; long-term, 
in stocks, 192; miscellaneous, 
203; nature of, 182; on the 
balance sheet, 204; temporary, 
see Temporary investments 


J 

Job order, cost accounting, illus¬ 
tration of. 619; cost identifi¬ 
cation with, 509 
Journals, 25; classes of, 26 


Kiting, check, 98 


L 


reserves for estimated, 301 
Lifo (last-in, first-out) method of 
calculating inventory cost, 148 
Liquidating dividends, 197, 353 
Loans to customers m invest¬ 
ments, 203 

Long-term debt, 8, 285; ratio of 
plant and equipment to, 462 
Long-term Investments, 183; in 
bonds, accounting for, 187- 
192; in bonds, sale of, 188 
Long-term notes and mortgages, 
investments in, 191 
Loss, fire, 269; from bad debts, 
31, 121; extraordinary gain 
and,15 


M 

Machine hours method of distrib¬ 
uting overhead, 614 
Machinery and equipment, 210; 

see also Plant ana equipment 
Maintenance costs for plant and 
equipment, 218 
Manufacturing schedule, 13 
Margin, gross, 11 ^ 

Markdown, 164; as a result of^ 
market declines, 167; cancella¬ 
tion, 164; for special sales 
purposes, 166 

Marketable securities, recording 
purchase and sale of, 108; valu¬ 
ation of. 111 

Market rate of interest on bonds, 
184 

Markon, 164 

Markup, additional, 164; cancel¬ 
lation, 164 

Materials, direct, 141; indirect, 
141; raw, see Raw materials; 
received reports, 610; requisi¬ 
tion slips, 510 

Merchandise, age of, 460; in 
transit as part of Inventory, 
143; inventory, correcting for 
misstatement of, 376; turn¬ 
over, 459, 460 

Minute book, corporate, 313 
Misstatement, of merchandise 
inventory, correcting entry 
for, 376; of merchandise pur¬ 
chases, correcting entry for, 
376; types of, 374 
Mixed accounts, 27 
Mortgage notes as current liabili¬ 
ties, 280 

Mortgages, investments in long¬ 
term, 191 

Moving average method of cal¬ 
culating inventory cost, 149 


Labor, direct or productive, 142 
Labor cost method of overhead 
distribution, 514 
Labor hours method of overhead 
distribution, 514 
Land, 210; see also Plant and 
equipment; bought in advance 
for future expansion, invest¬ 
ment in, 203; donation of, 217 
Lapping, 99 

Last-in, first-out (lifo) method 
of calculating Inventory cost, 
148 

Leaseholds, 211; and leasehold 
improvements, 263 
Ledger, account, forms of, 28; 
accounts and the, 26; cost or 
production order, 512; raw 
materials or stores, 610; stock¬ 
holders, 320; stock or finished 
goods, 513; subscribers, 319 
Ledgers, 25; kinds of, 28 
Liabilities, contingent, 9, 302; 
current, 4, 7, 279: estimated, 
9, 301; nature of, 279; noncur¬ 
rent or fixed, 4, 8; on the bal¬ 
ance sheet, 303; other, 9; 
ratio of net worth to, 461; 


Natural business year, 461 

Net earnings, average, capitali¬ 
zation of, 259 

Net income, statement account¬ 
ing for, 437 

Net worth, 10; on balance sheet, 
361; rate earned on, 468; 
ratio of, to liabilities, 461; 
ratio of, to plant and equip¬ 
ment, 463 

Nominal accounts, 27 

Nominal rate of interest on 
bonds, 184 

Noncumulative preferred stock, 
316 

Noncurrent assets, 4, 5 

Noncurrent liabilities, 4, 8 

Non-interest-bearing note, pro¬ 
ceeds of discounting a, 127, 
130. 131 

Non^articipating preferred s^ock, 

Nonrecurring profit and " loss 
items, 15 

Nonstock corporation, 313 
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No>pu ftock, 315: divldenda on. 

Normal oyerhead, principle of, 
531 

Normal stock method of inven¬ 
tory valuation, 155 
Notes, long-term, 285; long¬ 
term, Investments in, 191; to 
financial statements, 364 
Notes receivable, 119; dis¬ 
counted, 128; discounting, 127 


O 

Old-age and survivor insurance, 
282 

Open corporation, 313 
Organization exi^nse, 263 
Original sales price, 164 
Operating expenses, 14 
Operations, statement of, tee 
Statement of profit and loss 
Ordinary repairs to plant and 
equipment, 219 

Other, assets, 7; expense, 14; 

income, 14; liabilities, 9 
Output method of depreciation. 

Overdrafts, cash, 107 
Overhead, accounts, 511; alterna¬ 
tive method of distributing, 
517; departmentalization or, 
515; distribution of, 514; 
factory, 142; importance of, 
513; nature of, 516; normal, 
531; rate, 511; rates, develop¬ 
ment of, 520; schedule of 
distribution of, 530 
Overstatement, of deferred ex¬ 
pense, 377; of deferred income, 
384; of depreciation, 238 


P 

Paid-in surplus, 10, 345, 347 
Parent company, 192 
Par stock, 314 

Participating preferred stock, 317 
Partnership, equity in a, as an 
investment, 203; incorporating 
a, 332-336 
Patents, 255 
Patterns and dies, 210 
Payroll, accrued, account, 511; 

record, 60, 61; taxes, 282 
Periodic summary, 29 
Peri)etual inventories, 142; for 
the manufacturing enterprise, 
41; for the trading enterprise, 
40 

Petty cash, fluctuating fund 
method for, 102; imprest 
system of, 101; journal, 101 
Physical inventories, 142; for the 
manufacturing enterprise, 38; 
for the trading enterprise, 36 
Plant and equipment, 5; acquisi¬ 
tion of, by construction, 216; 
acquisition of, by exchange, 
213, 214; acquisition of, by 
gift or discovery, 217; acquisi¬ 
tion of, by Issuance of securi¬ 
ties, 215; acquisition of, by 
purchase for cash or on ac¬ 
count, 212; appraisal values 
for, 240; appraisal values of, 
on balance sheet, 247; appreci¬ 
ation of, 242; asset records, 
228; capital and revenue 
charges relating to, 211; 
changes in cost through better¬ 
ments, 239; changes in esti¬ 
mates of life of, 237; composi¬ 
tion of, 21,0; cost and depreci¬ 
ation changes, 237; cost of, 
211; depreciation and deple¬ 
tion of. 219; depreciation on 
disposals of, 226; devaluation 


of, 241; maintenance of, 218; 
nature of, 210; ratio of net 
worth to, 463; ratio of sales 
to, 466; ratio of, to long-term 
debt, 462; turnover, 466; 
valuation of, 211 

Plant ledger, 28 

Post-closing trial balance, 30, 79, 
80 


Posting, 63; from sales and cash 
receipts journals, 58; from 
voucher register and check 
register, 62 

Pre-emptive right, stockholders’, 
194 

Preferred dividends, 353; times 
requirements were earned, 468 
Preferred stock, 316; book value 
of, 464; cumulative and non- 
cumulative, 316; convertible, 
317; redeemable, 318; partici¬ 
pating and noiiparticipating. 

Premium on bonds, 184, 289; 

amortization of, 185 
Prime cost method of overhead 
distribution, 514 
Private corporation, 313 
Proceeds of discounting, an 
interest-bearing note, 128, 132, 
133; a nonmterest-bearing- 
note, 127, 130, 131 
Processes, secret, 257 
Processing costs, 169 
Production order ledger, 512 
Productive departments, 515 
Productive-hours method of de¬ 
preciation, 222 

Profit, gross, 11; Inventories in 
the measurement of, 142 
Profitability, judging, 24 
Profit and loss, determination of, 
from comparative balance 
sheets, 402; items requiring 
special analysis, 405 
Profit and loss statement, sea 
Statement of profit and loss 
Profits of prior periods, mis¬ 
statement of, 15 
Property dividends. 352 
Proprietorship, 10 
Provision for income taxes, 16 
Public corporation, 313 
Purchases, correcting entry for 
misstatement of, 376; of mar¬ 
ketable securities, recording, 
108; records for, 59 
Purchases discounts, methods of 
treating, 144, 145 


Q 

Quick assets, 456 
Quick ratio, 456 


458; aging, 121; analysis of, 
457; assignments of, 125; 
composition of, 119; discount¬ 
ing note, 127; nature of, 119: 
on the balance sheet, 133, 134: 
turnover of, 457; use of, for 
procurement of cash, 124; 
valuation of, 120 
Reconciliation of bank balances, 
102 

Reconciliation statement, bank, 
104, 105 

Redeemable preferred stock, 318 
Redemption, funds, 198; treasury 
stock purchase or, 324 
Reducing-charge methods of de¬ 
preciation, 223 

Reducing-fraction method of de¬ 
preciation, 223 
Refunding a bond isue, 299 
Relative sales value method of 
Inventory valuation, 167 
Renewals to plant and equip¬ 
ment, 219 

Repairs to plant and equipment, 
ordinary and extraordinary, 
219 

Replacement, to plant and equip¬ 
ment, 219; value of fixed 
assets, 240 

Report form of balance sheet, 4 
Requisition slips, materials, 510 
Reserve accounts as current 
liabilities, 280 

Reserve for bad debts, 31, 120, 
121; measurement of, 121 
Reserve for bond sinking fund, 
202 

Reserve for decline in value of 
marketable securities. Ill 
Reserves, for estimated liabilities, 
301; funds and, 202; secret, 
315; surplus appropriations 
for, 366 

Retail Inventory method of 
inventory valuation, 163 
Retirement of serial bonds before 
maturity, 295 

Returnable containers, account¬ 
ing for, 226 

Returns and allowances journal, 
sales, 56 

Revaluation of plant and equip¬ 
ment, 237-247 
Revaluation surplus, 10 
Revenue charge, 211 
Reverse-split, 332 
Reversing entry, 30, 81; for a 
deferred expense, 34; for a 
deferred income, 36 
Rights, pre-emptive, of stock¬ 
holders, 194; stock, 194 
Rights-on, 195 


R 

Rates, overhead, development of, 
529 

Ratio, acid-test or quick, 456; 
analysis, interpretation of, 471; 
current, working capital, or 
banker’s, 454; financial, 469; 
of net income to total assets, 
467; of net income to total net 
worth, 468; of net worth to 
liabilities, 461; of net worth to 
plant and equipment, 463; of 
plant and equipment to long¬ 
term debt, 462; of sales to 
assets, 465; of sales to plant 
and equipment, 466; other, 470 
Raw materials, 141; account, 
510; ledger, 510 
Reacquired bonds, 292 
Real accounts, 27 
Recapitalization, 331 
Reoefvables, accrued, 120; age of, 


S 

Bales, calculated from Incomplete 
data, 404, 406; of marketable 
securities, recording, 108; ratio 
of, to assets, 465; ratio of, to 
plant and equipment, 466; 
records for, 55; valuing inven¬ 
tories by using gross profit as 
percentage of, 161 
Sales journal, 56; posting from, 
58 

Sales price, original, 164 
Sales returns and allowances 
Journal, 56; posting from, 58 
Sales tax, payable, 281; state, 
55, 56 

Schedule of analysis of variations 
in STOSS profit, 438, 439 
Schedules, supporting, 3 
Scientific method of amortiza¬ 
tion or accumulation, 186 
Scrip dividends, 351 
Second-mortgage bonds, 183 
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Secret prooeeees, 257; reserves, 
815 

Secured bonds, 188 
Securities, acquisition of plant 
and equipment by issuance of, 
215; marlcetable, see Market¬ 
able securities; sinking fund, 
200 


Security units, sale of, 320 
Serial bonds, 204; amortization 
of, by bonds-outstanding 
method, 204; retirement of, 
before maturity, 205 
Service departments, 515 
Short-term deferred, expenses, 
265; income, 300 
Simple average of costs method 
of valuing inventories, 155 
Single-entry bookkeeping. 401; 
balance sheet preparation in, 
402; change from, to double 
entry, 412; preparation of 
statement of profit and loss in, 
403; preparation of statements 
under, illustrated, 407-412; 
records in, 401; use of. 413 
Sinking fund, 198; accounting 
for a, 199; reserve for bond, 202 
Six per cent method of calculat¬ 
ing interest, 127, 128 
Social Security Act, Federal. 283 
Social security taxes. 282 
Sound value of fixed assets, 240 
Special journals, 26 
Split, reverse-, 332 
Split-down, stock, 332 
Split-up, stock, 332 
Standard costs method of inven¬ 
tory valuation, 155 
Stated value of stock. 315 
Statement analysis, 423; analyti¬ 
cal procedures in, 425; break¬ 
even point, 440; extensions of 
horizontal and vertical, 453; 
horizontal, 425, 432 
Statement of application of 
funds, 443, 491, 499: analysis 
of account changes in prepa¬ 
ration of, 482; applications of 
funds for, 483; nature and 
pxirpose of, 477; preparation 
of, 479; sources or funds for, 
482; working papers for, 481, 
488, 494 


Statement of changes in capital, 
3, 15 

Statement of cost of goods manu¬ 
factured, 75 

Statement of earned surplus, 75; 
illustrated, 16, 17 

Statement of profit and loss, 2, 
3, 11; and earned surplus, 17; 
common-size, 435; corrected, 
389; cost of goods sold section 
o^ 14; condensed comparative, 
426, 430, 431, 433; for a manu¬ 
facturing company, 528; from 
incomplete data. 403, 410-412; 
illustrated, 12, 74; preparation 
of, 74; working papers for cor¬ 
rected, 388 

Statement of reconciliation of 
capital, 15 

Statements, analysis sheet show¬ 
ing effects of errors on, 382, 


883; common-size, 435; com¬ 
parative, 425, 432; interim, 
81; of prior years, correction 
of, 387; supplementary,'8 
State sales tax, 55, 56 
State unemployment insurance. 
283 

Stock, authorized, 322; book 
values per share of, 463; capi¬ 
tal, see Capital stock; certifi¬ 
cates, 319; certificate book, 
320; common, see Common 
stock; corporation, 313; divi¬ 
dends, 193, 351; entries for 
temporary investment in, 109, 
110; in security units, sale of, 
829; issuance of, in exchange 
for a business, 332; long-term 
investments in, 192; ledger, 
513; no-par, 315; par, 314; 
preferred, see Preferred stock; 
rights, 194; split-ups, 832; 
stated value of, 315; subscrip¬ 
tion, 319; subscription defaults, 
322; treasury, see Treasury 
stock; watered, 315 
Stockholders, ledger, 28, 30; pre¬ 
emptive right of, 194 
Stores ledger, 510 
Straight-line method, of amorti¬ 
zation or accumulation, 186; 
of bond interest amortization, 
290; of depreciation, 221 
Subscribers ledger, 319 
Subscription, bond, 287; defaults, 
322; stock, 319 

Subsidiary, company, 192; led¬ 
gers, 28 

Summary, of changes in capital, 
409; periodic, 29 

Sum-oMife-periods method of 
depreciation, 223 
Supplementary statements, 3 
Supporting scnedules, 3 
Surplus, appraisal, 345, 348; 

appropriated, 355; capital, 10; 
classification of, 345; correc¬ 
tion of, 384; earned, see 
Earned surplus; earned, state¬ 
ment of, 16, 17, 75; from 
recapitalization, 331; nature 
of, 345; on the balance sheet, 
346; paid-in, 10, 345, 347; re« 
valuation, 10; statement, 3, 
16, 358 

Systems, bookkeeping, 25 


T 

Tangibles, fixed, 210 
Taxes, Federal old-age, 282; in¬ 
come, provision for, 15; pay¬ 
roll, 282; sales, 281 
Temporary investments, see also 
Marketable securities; com¬ 
position of, 108; in bonds, 108, 
109; in stocks, 109, 110; nature 
of, 107; on the balance sheet, 
112, 133, 134; recording pur¬ 
chase and sale of, 108; valu¬ 
ation of. 111 
Term bonds. 294 
T form of account, 28 
Third-mortgage bonds, 183 


Time tickets, 511 
Tools, 210 

Trade acceptances, 119 
Trade discounts, 144. 
Trade-marks and trade names, 
257 

Trading on the equity, 462 
Trade-ins, 213; income tax re¬ 
quirements for, 214 
Transfer agent, 321 
Treasury bonds, 292 
Treasury stock, 10. 324; dona¬ 
tion, 327; purchase or redemp¬ 
tion, 324 

Trial balance, 29; post-closing. 

30, 79, 80; preparation of. 63 
Trucks, 211 
Tru.st indenture, 198 
Turnover, accounts receivable, 
457; asset, rate, 465; merchan¬ 
dise, 459, 460; plant and 
equipment or fixed asset, 466 


U 

Unap^K^riated earned surplus. 

Uncollectible items, 31 
Understatement of depreciation, 
237, 238 

Unemployment insurance. Fed¬ 
eral, 283, state, 283 
Unintentional misstatements, 
374 

Unsecured bonds, 183 


V 

Valuation, cost, market, and 
cost or market, whichever is 
lower. 111; of plant and equip¬ 
ment, 211 

Variable charts, 440 

Variable overhead expenses, 516 

Vertical analysis, of comparative 
statements, 432; extension of, 
453 

Voucher register, 58, 59; posting 
from, 62 


W 

Wasting assets, 219 
Watered stock, 315 
Weighted average method of 
calculating Inventory cost, 149 
Withholding, income tax, 284 
Working capital, 454; other 
measures of, 457; ratio, 454 
Working papers, for corrected 
balance sheet, 390; for cor¬ 
rected statement of profit and 
loss, 388; for correction of 
account balances, 385; for 
statement of application of 
funds. 481, 488, 494 
Work sheet, 29; illustrated, 66- 
69; preparation of, 70 


Y 

Year, natural business, 461 






